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NEW CENTRAL BANKS IN THE STERLING AREA— 
THE CENTRAL BANKS OF GHANA, 
NIGERIA AND MALAYA* 


New central banks have been set up in Ghana, Nigeria and Malaya 
within the last three years. There are basic similarities in the eco- 
nomies of the three countries and consequently in the financial and 
monetary problems which they are likely to face. Their monetary 
and financial problems are related to two main objectives—offsetting 
the impact of short-term export fluctuations on the domestic economy, 
and the achievement of a reasonably rapid rate of economic develop- 
ment without sacrificing internal and external monetary stability. 


The new central banks have been set up with the expectation 
that they will contribute towards meeting these two basic problems. 
The objective of this paper is to assess the potential contribution which 
the central banks could make and to see how well they have been 
equipped to make such a contribution in their constitutions. The 
constitutions of the central banks of Nigeria and Ghana and that 
recommended by the Advisers for Malaya are almost identical in their 
principal provisions. However, the constitution finally adopted in 
Malaya incorporates significant changes on the Advisers’ recommen- 
dations. These changes will be referred to later. 


In this paper frequent reference will be made to the Reports of 
the Advisers on the Nigerian and Malayan central banks.** They 
provide an invaluable picture of the financial and monetary systems 
existing in the two countries, and also explain the rationale behind 
the Advisers’ recommendations. The Adviser’s recommendations were 
accepted in toto in the case of Nigeria. In order to emphasize some 
of the comments made in this paper, an occasional reference will also 
be made to the constitution of the Central Bank of Ceylon and the 
experience of that Bank during the nine years of its operation. 


* This paper does not necessarily reflect the views of the author’s employer, 
the International Monetary Fund. 


** C. M. Watson and Sir Sydney Caine—‘* Report on the Establishment of 
a Central Bank in Malaya ”—(1956) ; ‘“‘ Report on the Establishment of the Nigerian 
Central Bank ”—(1957) by M. J. B. Loynes ; John Ester, ‘“* Report on the Establish- 
ment of a Central Bank for Ceylon ”—(1949). 
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The Pre-Central Bank Banking and Currency Systems 


The currency systems prevailing in the three countries (and Ceylon) 
prior to the establishment of the central banks were identical. The 
currency issue was in the hands of a Currency Board which main- 
tained a 100 per cent reserve in sterling against the domestic currency 
circulation. Its other essential feature was the automaticity with which 
the currency rose and fell with the Board’s sterling holdings. The 
system, in effect, meant that sterling was the circulating medium in 
those countries, with the difference that the currency profits accrued 
to each Currency Board country and not to the United Kindgdom. 
During the earlier phase of development of the colonies, the Currency 
Board system performed a useful function in providing a simple. and 
automatic currency system which offered a stable currency and also 
helped attract British capital. But it had evident drawbacks and was 
particularly ill-suited to countries which are independent and which 
are seeking to increase their national product primarily with their 
domestic resources (and not foreign capital). A developing economy 
requires an increasing money supply and under the Currency Board 
system an increase in money supply can occur only through a balance 
of payments surplus or through the credit creation of commercial banks. 
However, the extent to which commercial banks can create deposit 
money is rather restricted. In almost all Currency Board countries 
currency circulation constitutes a large proportion of the money sup- 
ply and the propensity to import is high. The large “currency drain” 
on banks which results when they create credit places a serious limi- 
tation on them, particularly where the monetary authority viz., the 
Currency Board) cannot create currency to relieve the banks of any 
currency shortage. In any case, commercial] banks in these countries 
as a rule specialize in the financing of exports and imports and prefer 
to invest their surplus funds in London. This is due in part to the 
absence of a lender of last resort ; in part to the absence of a money 
market offering a supply of liquid assets which can be converted into 
cash without significant loss when necessary, and in part to the inherent 
bias in credit operations of overseas banks. Thus, not only is the ex- 
tent to which the banking system adds to the money supply limited, 
but banks actually aggravate the internal liquidity problems by ex- 
panding and contracting their credit for export and import financing, 
in response to export fluctuations. 


1 “In some stages of economic development there is much to be said for an 
automatic monetary system of the British colonial currency board type. When 
subsistence production is a very large part of economic activity ; when the money- 
sector of the economy is dominated by export and import trade and by externally 
owned capital ; when the banking system is chiefly a matter of the provision of local 
facilities by overseas banks ; when indigenous enterprise is organized in small and 
flexible family units ; when such issues as employment and wage levels for workers 
dependent essentially on wage earnings are relatively unimportant—in these circum- 
stances the exchange stability and security of the currency board system offer great 
advantages, while both the need and opportunity for any form of local monetary 
management are very limited ”—IBRD Report on Malaya—page 645. 
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With the commercial banks thus rather incapable or unwilling to 
increase their deposit liabilities, an increase in money supply can take 
place only through export-surpluses or a capital inflow. This is un- 
questionably a most expensive and wasteful way of increasing money 
supply, especially in countries which need to utilize their limited re- 
sources in foreign exchange to finance their development expenditures.? 
It makes it particularly hard to those economies which do not benefit 
from a capital inflow or whose developmental efforts do not directly 
produce an improvement in their balance of payments. The money 
supply is also completely exposed to the fluctuations in the external 
balance of payments (currency circulation as well as deposit money 
rising and falling along with exports), except to the extent that coun- 
tervailing action is taken by the government. Offsetting fiscal action 
to siphon off some of the export income in booms for use in reces- 
sions can be taken either through budget or through special agencies, 
particularly marketing organizations as in Ghana and Nigeria. 


As in the case of their currency systems, the banking systems of 
the three countries had, and still have, certain common basic charac- 
teristics. As mentioned earlier, their operations are for the most part 
limited to the export sector and the financing of import trade.* The 
nonexport agricultural sector and the small handicraft industries are 
almost entirely outside their field of activities. This is particularly 
true of the overseas banks which are by far the dominant group in all the 
three countries. These banks specialize in foreign exchange tran- 
sactions and in providing credit for foreign enterprises. Thus where 
foreign enterprises are a significant element in the economy, as in 
Malaya, banking facilities tended to be rather more developed than in 
Ghana and Nigeria where expatriate business is relatively small.‘ 
Another reason why banking facilities are more developed in Malaya 
is the greater importance of indigenous banks. Indigenous banks in 
general are more favourably disposed to taking up domestic assets 
than overseas banks, and lend even for medium terms against mort- 


2 However, one could easily exaggerate the extent to which foreign exchange. 
reserves are immobilized as currency reserves under the Currency Board System. 
A study made of the foreign reserves held during 1948-55 by primary producing 
countries subject to export fluctuations revealed, that countries ‘‘ with adequate 
reserves (as indicated by their comparative freedom from stringent restrictions and 
frequent devaluations) have held foreign assets equal, on the average, to about 
70 per cent or more of the currency issue during the period 1948-55 ” (cf. ‘‘ The 
cost of a foreign exchange standard *—by Eugene Birnbaum—IMF Staff Papers, 
February 1957—page 489). This means that Currency Board countries with similar 
economies can safely use only 30 per cent of their currency reserves to finance imports 
for development. 

3 At the end of 1953, for example, 75 per cent of the outstanding bank advances 
were for import-export financing, e.g., IBRD Mission Report on Nigeria (1955), 
page 154. 

4 Cf. Chapters on “‘ Expatriate Banks ”’ and “‘ Indigenous Banking Movement 
in Nigeria ” in Money and Banking in British Colonial Africa—Newly and Rowan. 
See also Reports of IBRD Missions to Nigeria (1955) and Malaya (1953). 
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gages.° With a few important exceptions, they also tend to leave 
foreign exchange business to overseas banks. 


There is a marked difference in the magnitude and range of 
activities of the overseas and indigenous banks.* Overseas banks, 
with their command over a preponderant portion of bank deposits, 
hold relatively small amounts of domestic assets and very large 
amounts of overseas assets. Indigenous banks, on the other hand, 
hold very little or no overseas assets and operate on a much lower 
liquidity ratio, One of the serious drawbacks of the banking system 
of Ghana and Nigeria is the absence of close links between the two 
groups of banks, one of which has surplus funds to invest in London, 
and the other which is generally in need of funds to invest in domestic 
assets. This is due partly to lack of a money market, which could 
help the flow of funds between the different financial institutions 
through trading in bills or other negotiable paper. Another reason 
is the lack of confidence of overseas banks in the indigenous banks 
and their widely different lending practices. The overseas banks with 
their conservative lending habits which restrict them primarily to self- 
liquidating short-term credit, mostly to expatriate business, do not 
consider with approval lending to indigenous banks who are prepared 
to take on far greater risks and lend for longer terms. Perhaps, if 
there were a central bank with liberal rediscounting facilities, they 
may be more inclined to take up domestic assets either directly or 
through indigenous banks. Finally, the currency board facility for 
the unrestricted exchange of local currency and sterling at a low 
service cost, removes any possible disincentive against the overseas 
banks investing their surplus funds in London, rather than seek more 
actively for domestic assets either directly or through indigenous banks. 


The position in Malaya is somewhat different. There is an im- 
portant financial centre, Singapore, which attracts surplus funds from 
Malaya (and neighbouring countries). The recipients of the flow of 
funds into Singapore are British banks’ who invest the funds in part 
in London and in part in loans to commercial firms operating through- 
out Malaya, who prefer to obtain their finance in Singapore. The 
funds are readily available to the creditor Malayan bank when needed. 
The Singapore inter-bank loans market, therefore, serves really as an 
appendage to the London market. 


One other important characteristic of the banking system needs 
emphasis. With the concentration of bank credit on financing of 
foreign trade, and the importance of export fluctuations in determin- 
ing the level of business activity, it is natural that bank credit tended 


5 (See footnote * above). 
* (See footnote * above). 
7 Cf. Watson-Caine Report on Malaya—page 6. 
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to be “responsive” to export fluctuations. However, the impact of 
bank credit on the money supply is still relatively small when 
compared with the direct impact of export fluctuations. The unde- 
veloped nature of the banking system is also shown by the fact that 
people hold a large part of their money in currency rather than bank 
deposits. The ratio of currency to money supply at the end of 1957 
was 69 per cent, 63 per cent and 73 per cent, respectively, for Ghana, 
Nigeria and Malaya (excluding Singapore). This limits the role of 
commercial banks as “ purveyors of credit” in two ways. It reduces 
the amount of resources available to them. The high currency drain 
(the amount of the bank credit which will be drawn by the debtor in 
currency) wili reduce the potential credit creation of banks on a given 
cash base. 


Role of the New Central Banks: Banking Functions and 
Control Functions 


The establishment of the new central banks marks a fundamental 
departure from the earlier monetary system. The countries’ currency 
circulation need no longer rise and fall automatically with their ex- 
ternal balance of payments. The balance of payments will inevitably 
still have a large impact on the currency circulation, but the central 
bank too can add to or reduce it at its discretion in order to meet 
the needs of currency stability and economic growth. Through their 
discretionary control over the currency supply, the central banks can 
influence the liquidity of commercial banks and thus, their disposition 
to create credit. They may even be able to influence the qualitative 
distribution of bank credit so that the country’s scarce resources are 
put to the best use in its development. 


One has to realize, of course, that the establishment of a central 
bank with discretionary powers immediately provides only the legal 
base for a managed currency and credit system. How effectively the 
central bank can actually influence the supply, cost and distribution 
of credit, i.e., exercise its “control functions,” will depend on the 
economic and institutional environment, and the powers and resources 
at its command. For a number of reasons, to be mentioned, the new 
central banks will be limited in their “control functions.” Some of 
these reasons derive from the environmental deficiencies which may 
be eliminated in time and the others from the constitutions under 
which they have been set up. 


There are no similar environmental limitations on the new central 
banks, however, in the exercise of their “ banking functions.” These 
“banking functions” consist of the issue of currency, the purchase 
and sale of foreign exchange, the maintenance of the international 
reserves, and the central bank’s responsibilities as banker to commer- 
cial banks and the government. They will also include the respon- 
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sibility for promoting the development of banking facilities, money 
and securities markets and specialized savings and credit institutions. 


The distinction between banking and control functions of central 
banks, while it is convenient in this context, is not clear-cut. In an 
operational sense they are more or less similar. A central bank’s 
control over money and credit will be exercised mostly through its 
banking operations. The real distinction is therefore broadly in regard 
to the objective of the central bank’s operations—whether they are 
directed at controlling the supply and price of money or not, and 
whether they are undertaken at the bank’s initiative and discretion. 
Whilst there can be no central bank which is not invested with or is 
incapable of all or most of the banking functions listed earlier, it is 
not difficult to visualise a central bank which is incapable of per- 
forming its control functions of influencing the money and credit 
situation. 


Control Function—Currency and Credit Management 


The Advisers’ reports for Malaya and Nigeria reflect a large 
measure of doubt regarding the ability of the new central banks to 
exercise their “control functions,” at least for a considerable period 
of time. This doubt is expressed much more strongly in the case of 
Nigeria.* Such doubts are largely justified for a number of well-known 
reasons. The most evident is that changes in money supply are due 
mostly to export fluctuations and only to a much smaller extent 19 
changes in the level of bank credit. Even such changes as do occur 
in bank credit are themselves mostly in response to the export fluc- 
tuations, and not to any autonomous factors generated within the eco- 
nomy. Changes in bank credit for the financing of exports can, in 
most cases, hardly be curtailed or expanded. Only credit created for 
financing of imports and other purposes can be controlled, if possible, 
by the central bank. Until credit for domestic investment expands ww 
substantial proportions, the main control function of the central bank 
will be to control bank credit for import financing and to offset the 
changes in money supply arising from export fluctuations. However, 
in its offsetting operations, the central bank is handicapped by the 
absence of developed money and capital markets. Money and capital 
markets, in the sense of short-term (Treasury bills and private bills) 
and long-term (government securities) negotiable paper, are a good 


* “It is obvious that present conditions in Nigeria offer very little scope for 
monetary regulation by central bank operations. Whatever the ultimate aims, 
therefore, the problems and techniques of central banking must be judged from a 
severely practical angle. It is pointless to discuss ‘open market’ operations in 
bills and securities until markets exist. The ability and need of governments, the 
banks and traders to draw on or employ resources abroad may affect local money 
conditions more than central bank action. Moreover, other factors, such as the 
state of the export trade and the new A of ae Boards, will also continue to 
make themselves felt.”” Loynes Report—page 3 
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medium for making the monetary policy decisions of the central bank 
felt by the commercial banks and other financial institutions. The 
absence of developed money and capital markets offering adequate 
domestic opportunities also makes the banks hold large balances and 
investments in the most accessible money market, viz., the London 
market. This, along with the fact that the major banks operating in 
the three countries are mostly branches of London banks and are 
therefore capable of obtaining funds from the London market when 
needed, will reduce the influence of the local central bank. On the 
other hand, if the local central bank seeks to reinforce its influence by 
restricting overseas investments by commercial banks, the banks would 
be left with large amounts of cash from which they would get no 
return. It is conceivable that banks might then raise their service 
charges and reduce their savings deposit rates, unless the central bank 
paid some interest on bank deposits with it. 


A central bank’s monetary policy can be made effective only so 
long as there is close coordination between it and fiscal policy. In in- 
dependent underdeveloped countries fiscal policy often tends to be the 
dominant partner. So long as government takes action in the right 
direction either directly through its budget or through special agencies, 
e.g., Marketing Boards—the task of monetary authorities is made 
considerably easier. The operations of the different marketing boards 
in Ghana and Nigeria, therefore, reduce the need for positive action 
by the new central banks. However, quite often fiscal policies of 
governments of independent underdeveloped countries have tended to 
use the central banks as engines of inflation in their attempts at achiev- 
ing rapid economic development. In those conditions, the central 
bank becomes the agency, voluntarily or involuntarily, of monetary 
mismanagement and not of monetary management. 


However, some other features of the currency and banking sys- 
tems of underdeveloped countries are ‘helpful to central banks in their 
credit control operations. The first is the large percentage of cur- 
rency circulation to total money supply. The larger this percentage, 
the smaller is potential for secondary credit creation of commercial 
banks on a given cash base. The second is the dominant position 
occupied by commercial banks as the main source of credit, despite 
the generally underdeveloped banking facilities, 


In view of these disabilities, the Advisers emphasized the fact 
that for a considerable period the new central banks will concern them- 
selves primarily with their banking functions—particularly the pro- 
motion of banking and credit facilities. While this conclusion is 
basically correct, the Advisers’ recommendations can be criticized on 
the grounds that in their specific recommendations they were unduly 
guided by central banking traditions and techniques developed in ad- 
vanced countries, particularly the United Kingdom. Firstly, they 
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tended to emphasize the traditional role of central banks—that the 
central bank’s main responsibility is to safeguard currency stability. 
This is evident in the way the objects of the central bank have been 
defined. The Nigerian central bank is typical. “The principal ob- 
jects of the Bank shall be to issue legal tender currency in Nigeria, 
to maintain external reserves in order to safeguard the international 
value’ of that currency, to promote monetary stability and a sound 
financial structure in Nigeria and to act as banker and financial adviser 
to the Federal Government.” This is a break with the post-war pattern 
of defining the objectives of central banks to include full employment 
and economic development.’ How the central bank’s objectives are 
defined may not normally make a practical difference to the bank’s 
policy. In abnormal monetary conditions, however, when it has to 
strike a balance, between different objects, e.g., currency stability and 
full employment, it may materially affect the bank’s attitude, e.g., in 
extending credit to finance a budget deficit. In order to emphasize 
that the new central banks’ primary responsibility is safeguarding cur- 
rency stability, the extent to which they can increase their monetary 
liabilities is also limited. The banks’ constitutions impose minimum 
international reserve ratios and also restrictions on the amount of 
government paper which the banks may hold. 


The monetary control powers vested in the new central banks have 
been modelled on techniques developed in advanced countries. Mone- 
tary policy, as evolved in advanced countries, has some broad charac- 
teristics. It operates mainly through the market mechanism. The 
final impact of central banks, policy decisions is allowed to be worked 
out by the money market and commercial banks, through changes ia 
interest rates and in their loan standards, etc. Credit control means 
for the most part control of over-all credit supply and its price and 
to a much lesser extent its distribution. By and large, there is not 
much use of selective credit controls, especially of the “direct” type, 
i.e., those which operate through central bank directives under the law. 
Direct control is not unknown ; however, the so-called “ moral suasion ” 
depends on the voluntary acceptance by other banks of the central 
bank’s leadership. The main techniques of credit control are the use 
of the discount rate, open market operations, and the variable reserve 
ratio. 


The powers of credit control formally vested in the central banks 
of Ghana and Nigeria are limited to the use of the discount rate, 
open market operations and a variable “liquidity ratio.” The 
“ liquidity ratio” is the minimum ratio of liquid assets, including those 


® The Central Bank of Cevlon is a good example. Its obiects are defined as 
the stabilization of the domestic and external value of the runee, promotion and 
maintenance of a high level of production, employment and real income, and the 
encouragement and promotion of the full development of the country’s productive 
resources. Exter Report—page 2. 
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in sterling, to deposit liabilities. The same approach was recom- 
mended by the Advisers for Malaya. However, the Malayan central 
bank has been vested with these as well as other powers which will 
be referred to in the next few paragraphs. 


Variable Liquidity Ratios 


It is not difficult to see that open market operations would be 
totally impossible and the use of the discount rate relatively ineffective 
without money and capital markets. The need for a developed capital 
market for open market operations is fairly obvious; so is the need 
for stable cash ratios. The money market by providing an elastic sup- 
ply of liquid assets, enables the banks to maintain a stable cash ratio. 
It also provides a sensitive medium for transmitting the changes in 
discount rate to the rest of the financial system so long as the central 
bank is accepted as the only lender of last resort. 


Where developed money and capital markets and stable cash 
ratios do not exist, the use of variable reserve ratios has been helpful. 
By varying the reserve requirements the central bank can directly 
affect the cash position of other banks and thereby their credit crea- 
tion. The central bank may also use variable reserve requirements 
to make conditions more favourable for its discount rate and open 
market operations. 


In place of the common form of variable cash reserve requirement, 
a variable “liquidity ratio” has been adopted by the new central 
banks. This liquidity ratio does not call for minimum cash reserves 
to be maintained with the central bank, but for minimum liquid assets 
(defined as till cash, cash with the central bank and other banks, 
domestic or United Kingdom Treasury bills, other bills payable in 
sterling or rediscountable with the central bank, all with a maturity 
not exceeding three months). The choice of this “liquidity ratio” in 
preference to the cash ratio has been justified on three grounds: 


(1) it recognizes the inability of the domestic money market to 
supply adequate amounts of liquid assets ; access to London 
will also give the banks a measure of elasticity in their asset 
distribution ; 

(2) it emphasizes the “real factor” of over-all liquidity ; and 


(3) it facilitates the holding of a cushion of sterling exchange 
outside the central bank. 


There can be little doubt that access to the London market will 
be inevitable for some time, especially if banks continue their present 
investment patterns. However, the “liquidity ratio” in the form re- 
commended by the Advisers as a permanent feature of the central 
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banks’ powers of credit control, has some drawbacks. It tends to per- 
petuate the present bias of overseas banks to concentrate on financ- 
ing external trade and production for export. It also reduces the 
ability of the central bank to influence the supply of credit, 


Reserve ratios serve two functions. They help ensure bank liqui- 
dity. They serve as a basis of central bank control over bank credit. 
In the case of the “ liquidity ratio” the emphasis has been intentionally 
on ensuring bank liquidity. However, it makes it obligatory on the 
central bank, whatever the circumstances, to allow banks to hold 
sterling assets. (and if they desire sterling assets only) in satisfying the 
liquidity ratio. This provision apparently reflects the fear that the 
central banxs might feel inclined to take over the foreign exchange 
assets of other banks in return for non income producing cash assets, 
if specific protection is not provided. 


The Central Bank’s ability to control credit may be adversely 
affected by this “liquidity ratio” unless supplementary powers are 
granted to it. Firstly, the central bank ceases to be the only lender 
of last resort. Commercial banks could borrow when needed in 
London market to satisfy the “ liquidity ratio.” Of course, even under 
the conventional reserve system, a bank could borrow overseas and 
sell the foreign exchange to the Central Bank to satisfy its cash ratio. 
The difference arises from the formal recognition of external borrow- 
ing as an alternative to borrowing from the Central Bank, which may 
reduce the prestige and importance of the Central Bank. Secondly, 
although the Central Bank by varying the “ liquidity ratio,” influences 
the banks’ holdings of nonliquid assets, primarily advances and in- 
vestments, it has no means of influencing the distribution between 
local currency and sterling assets of banks. Since liquid assets in both 
currencies are equal in the eyes of the Central Bank, a bank may 
hold as high a proportion of its total assets in sterling liquid assets 
as it desires. Thus, assuming that banks are always operating at the 
required minimum liquidity ratio, the impact on local bank credit will 
be influenced not only by the response to the changed ratio but also 
by a change in the composition of liquid assets in domestic currency 
and sterling. It would be hypothetically possible, for example, when 
the liquidity ratio is raised, for the contraction in domestic advances 
either to be offset to some extent by the repatriation of some sterling 
liquid assets for conversion into domestic liquid assets, or to be aggra- 
vated by a switch from domestic to sterling liquid assets. This 
drawback, like the first, would apply even where conventional reserve 
ratios are applied, so long as banks maintain large overseas balances. 
It can be eliminated only by investing the central bank with the power 
to control the overseas balances of other banks. 


It must, however, be mentioned that the Advisers for Nigeria and 
Malaya assume that commercial banks will progressively reduce their 
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holding of sterling assets as the domestic money market develops until 
they held only working balances in sterling. It would, however, have 
been better to have fortified this assumption by empowering the Central 
Bank also to fix the maximum proportions of liquid assets which could 
be held in foreign currency. Besides, the development of the money 
market is itself dependent on the policies pursued by banks and the 
more they continue to invest in London, the more retarded would 
the development of the money market be. The second ratio could 
have been used as a lever to encourage banks to expand domestic 
business.*® Also the two ratios could have been used in combination 
as a useful anticyclical measure—e.g..—in an export boom both the 
over-all liquidity ratio and the sterling liquidity ratio could be in- 
creased and in export recessions both ratios decreased. A somewhat 
similar approach is that adopted in Ceylon, where the Central Bank 
prescribes the maximum amount of working balances which banks 
may hold abroad. During the Korean boom the Central Bank en- 
couraged banks -to build up overseas balances in order to prevent 
inflationary pressures at home later encouraged them to repatriate 
those balances during the ensuing recession by fixing maximum work- 
ing balances beyond which forward exchange cover was not available. 
Whatever the method of control, the significant fact is that central 
banks of export-import economies susceptible to export fluctuations, 
will be better able to serve their objectives if they have powers to 
control the foreign exchange holdings and foreign liabilities of com- 
mercial banks. 


The “ liquidity ratios ” as recommended for the new Central Banks 
have two other drawbacks. The first arises from the injunction that 
the Central Bank shall apply the same liquidity ratio without discrimi- 
nation to all banks. In all three countries commercial banks fall into 
two fairly distinct categories—the overseas banks who specialize in 
financing external trade, invest a large part of their residual assets in 
the London market having borrowing facilities there; and, the 
indigenous banks with generally limited resources and a tendency to 
concentrate on domestic advances business operate on relatively 
low cash and liquidity reserves. Any change in the ratio which seeks 
to influence the “lending policies” of overseas banks will need to be 
of such large proportions as to produce an intolerable impact on 
indigenous banks as may deter their growth. This would impose a 
serious limitation on the usefulness of the variable “liquidity ratio.” 
There should have been ideally some provision for the Central Bank 
to be able to discriminate between groups of banks, if necessary, by 
calling on each bank to deposit (like the Special Accounts System in 
Australia) with the Central Banks, amounts which would take account 


10 The point is also made by Newlyn and Rowan, page 285. 
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of the discrepancy in their resources.‘ The Central Bank should 
then be empowered to pay some interest on such deposits. The 
second drawback arises from the fact that banks are not obligated to 
have deposits with the Central Bank, although it would be to their 
interest to do so at least to some extent, to use the clearing house 
facilities of the Central Bank. In this instance too, the Advisers felt 
that in the course of time as the domestic money market developed 
and the banks progressively decided to shift voluntarily to domestic 
assets, they would come to accept the Central Bank as the only lender of 
last resort, and would be more inclined to maintain balances with the 
Central Bank. However, this would leave it very much to the mercies 
of the commercial banks and it is possible, though perhaps not likely, 
that the Central Bank may find itself at some future date in a situation 
where its foreign exchange reserves are at an uncomfortably low level, 
while commercial banks continue to hold substantial overseas funds. 


These dangers were recognized in Malaya and the Central Bank 
ordinance made certain very important changes to the Advisers’ 
recommendations. The Central Bank may recommend to (and subse- 
quently direct, if necessary) commercial banks on: 


(a) The reserves to be held with it against deposit liabilities, and, 


(b) the minimum ratio of domestic liquid assets, loans and 
advances, and domestic Government securities, respectively, 
to deposit liabilities. 


The Central Bank is also not debarred from paying interest on deposits 
with it as in Ghana and Nigeria. These changes would enable the 
Central Bank not only to control the amount of funds which the banks 
can invest overseas, but also invest the Central Bank with power to 
control all types of credit activities of other banks. 


The Malayan Act also made another significant change. It makes 
“net” balances with other banks as part of liquid assets. The quali- 
fication “net” is required to prevent the pyramiding of reserves 
through interbank borrowing. However, the central bank is still enjoi- 
ned not to discriminate between banks. 


Direct and Selective Credit Controls 


The Malayan Central Bank is also vested with other special powers 
of selective control over bank credit. It can recommend (and subse- 
quently direct, if needed) commercial banks on (a) their policy regard- 
ing advances including the purposes for which they may or may not 
be made, and (b) the rates of interest payable and chargeable by banks. 


11 Another interesting method is adopted in the Netherlands. The first 10 
million guilders of deposits of an individual bank require no reserves ; the next 50 
million require reserves at only 1/2 the established rate. 
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This is in line with the increasing reliance placed on selective and 
direct methods of credit control in underdeveloped countries. Such 
techniques have been developed mostly in Latin America. Unfortu- 
nately, in some Latin American countries suffering from chronic infla- 
tion, selective credit controls have been used in a futile attempt to 
channel credit for desirable purposes, while the central bank through 
its rediscounting operations and credit to the Government was simul- 
taneously helping to sustain the inflation. They would have a better 
prospect of success, where they are part of an over-all anti-inflationary 
programme, or where they operate under conditions of reasonable 
monetary stability as a means of influencing the distribution of a 
rising level of credit to accord with a chosen long-term investment 
pattern.’? 


As noted earlier the main task of the new central banks (and 
governments) will be to encourage the growth of bank credit for the 
financing of desirable investment expenditure and at such a pace as 
not to cause inflationary pressures and to insulate as far as possible 
the economy from the adverse effects of export fluctuations. The use 
of selective credit controls may help in using the scarce resources 
available to these countries in preferred lines of development expend- 
iture. The fact that bank credit constitutes the bulk of total credit 
in these countries and the generally small number of banks should 
help make such controls effective. Some selective controls create very 
complex problems in their enforcement and are preferably adopted 
only in very abornormal conditions, which need not arise if the central 
bank and government succeed in maintaining a reasonable degree of 
monetary stability. Moreover, most selective controls are most useful 
in restraining credit creation rather than in promoting credit for 
desirable purposes and would not therefore be of immediate interest 
to the three countries. However, three techniques deserve to be 
mentioned as of particular interest to Ghana, Malaya, and Nigeria. 
The usefulness of investing the central bank with the powers to 


12 Cf. I. G. Patel ‘* Selective Credit Controls in Underdeveloped Economies,” 
International Monetary Fund Staff Papers, September, 1954. 

A recent evaluation of the Latin American experience with selective credit 
controls is given in the Report of the Rapporteur of the Committee on ‘“* Methods 
of Credit Control and Capital Market Instruments ” of the 1957 meeting of the 
American Central Bank Technicians (Memoria—Volume I1II—pages 11-15). It 
concludes that, while selective credit controls do have their limitations, they have 
come to be accepted as a useful supplement to the older techniques of control. 
**...perhaps we now have attained what we may rightfully call a well established 
and neo-orthodox system of monetary and credit controls, in which the older classical 
instruments are retained and respected, but are supplemented and given greater 
precision, especially in dealing with temporary situations, by the skillful use of 
selective credit controls. What lies ahead of us is not the development of new 
instruments but ever increasing skill in the selection and application of the best 
combinations of instruments which have become quite familiar to us. As this 
greater skill develops, monetary policy should be able to achieve a somewhat higher 
degree of success in achieving its broad objectives and to minimize the occasions on 
which the brakes must be applied sharply to specific types of activity and to the 
economy as a whole.” (p. 15). 
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control the distribution of assets between foreign and domestic assets 
has already been mentioned. It can be used both as an incentive to 
the growth of bank credit as well as a contracyclical measure. The 
central banks may even be empowered to instruct commercial banks 
to maintain @ minimum proportion of their total assets (or domestic 
assets) in the form of advances to agriculture and industry and to 
apply concessionary rediscount rates on agricultural and industrial 
paper. The third is directly related to the heavy export-import ori- 
entation of the three countries and the need to stabilize imports in 
the face of the marked export fluctuations to which they are susceptible. 
Two methods are possible. One is to require importers to deposit 
with the central bank at the time they apply for an import license, a 
part or all of the local currency required to pay for the imports ; 
the other is to require commercial banks to deposit the amounts with 
the central bank at the time they open letters of credit for importers. 
Such requirements can be imposed during export booms to discour- 
age excessive imports and to reduce the excess liquidity of commer- 
cial banks. This will help in achieving stability in the level of 
domestic liquidity as well in conserving external assets during export 
booms for use during recessions. These three techniques, if used 
with moderation, can be a valuable addition to the credit control 
powers of the new central banks. 


The Advisers were generally opposed to granting new central 
banks formal powers of selective or direct control.'* They emphasized 
instead the importance of “moral suasion.” Voluntary cooperation 
between the central bank and commercial banks, is certainly import- 
ant, and its development could be facilitated by the relatively small 
number of commercial banks. However, it would perhaps have been 
more realistic to have supported the central bank with powers to 
compel action by the commercial banks where voluntary cooperation 
is not forthcoming. The very existence of such powers in the statute 


18 “ To give the Central Bank of Nigeria a wider framework does not mean that 
it needs or should possess an arsenal of arbitrary weapons to interfere in the delicate 
and efficient mechanism of payments, such as some countries have adopted with 
little success, as a quick way to monetary management. Nor would there be a 
case for rash experiments or taking on of work outside a central bank’s sphere. The 
framework could however provide a fair measure of elbow room in resources and 
operations ; some direct power to influence the liquidity of the other banks without 
upsetting their proper business ; and some authority to keep an eye on their condition 
and conduct. All these things could be useful without lessening the central bank’s 
duty to develop along proved lines and to preseve public confidence in its policies’”’— 
Loynes Report—page 4. The views of Mr. Exter, who advised on the establishment 
of the Central Bank of Ceylon, on this question, offer a striking contrast : 


‘* Experience of central banks in underdeveloped countries’ economies reveals 
that such banks need different and wider powers than those in developed economies. 
Traditional instruments of Central bank action, like setting the discount rate or 
engaging in open market operations, are often ineffective or inappropriate even 
in highly developed economies like Britain and the U.S. In a country like Ceylon, 
with its small capital market, such instruments may be utterly useless. Special 
problems are also created where the great majority of the credit institutions are 
foreign owned.” Exter Report, pages 6-7. 
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may contribute towards a readier acceptance of central bank’s leader- 
ship by other banks. 


The central banks of Ghana and Nigeria are not vested with any 
powers of selective credit control. On the contrary, it can be argued 
that the minimum liquidity ratio can actually hinder the growth of 
the central bank’s influence with commercial banks. The fear that 
the new central banks may misuse additional powers vested in them 
appears exaggerated, judging from the experience of the central bank 
of Ceylon. The Central Bank of Ceylon has an even wider range 
of special powers than the new central bank of Malaya, not one of 
which it has used so far.'* 


International Reserve Requirements 


As mentioned earlier, one factor whici. has in practice seriously 
limited the effectiveness of monetay policy applied by central banks 
is their inability to resist the demands of government for credit to 
finance budget deficits. The Advisers were well aware of the possibility 
that the new central banks could voluntarily or involuntarily become 
a source of inflation. They therefore recommended that the discre- 
tionary power of the central bank to extend credit be limited in two 
ways. They recommended the imposition of (a) minimum interna- 
tional reserve requirements against the central banks’ current liabi- 
lities and (b) restrictions on the amount of central bank holdings of 
certain types of government paper. Both restrictions are incorporated 
in the constitutions of the central banks of Ghana and Nigeria. The 
Malayan Central Bank is subject to only the minimum international 
reserve requirement. 


The minimum international reserve requirements operate in the 
case of Ghana through a fiduciary issue system. Currency issued by 
the central] bank over and above an amount (£12 million) specified in 
the statute will have to be matched by sterling assets. In the case 
of Nigeria and Malaya, the reserve requirements take the form of 
minimum ratios of external assets to the central bank’s currency and 
deposit liabilities. The ratios for Nigeria are 60 per cent of currency 
‘and 35 per cent of deposit liabilities for the first five years, and 40 
per cent of currency and deposit liabilities thereafter. For Malaya, 


14 The Central Bank of Ceylon may prescribe the maximum maturities of bank 
loans and the security required for various types of credit operations ; fix ceilings 
on the amount or the rate of increase of loans and investments as a whole, or of 
particular categories of them ;fix minimum capital ratios ; fix minimum requirements 
against letters of credit ; fix maximum rates of interest on deposits and loans and 
other credit operations and also maximum commission and other charges. The 
Exter Report, however, considered these powers as ‘“‘ permissive and not obligatory ” 
and to be used only in special situations. 
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the ratio against currency is to be determined by the Minister of 
Finance’* and the ratio against deposit liabilities is 35 per cent. 


The imposition of international reserve requirements is a departure 
from the post-war trend towards either eliminating or relaxing them. 
The trend against such requirements was due to a number of factors. 
It was realized that such requirements defeated their very purpose of 
currency stability, by encouraging a complacent attitude towards credit 
creation as long as the reserves were above the minimum and then 
rendering a portion of the reserves unavailable for use when they 
were needed to finance a balance of payments deficit. It was con- 
sidered illogical to legislate for all situations in advance, when there 
is a central bank whose essential function is io weigh all aspects of 
each situation as it arises and to decide what is the most appropriate 
level of external assets. Such reserve requirements were moreover a 
poor guide to automatic central bank action. A country’s minimum 
level of external assets should be determined in relation to a number 
of factors (e.g., degree of instability in its exports; the level of the 
total money supply, its propensity to import, the efficacy of corrective 
monetary and fiscal action where needed), and not simply as a pro- 
portion of the central banks’ note issue or even its total liabilities. 
More fundamentally, perhaps, économic opinion was more and more 
prone to emphasize full employment and rapid economic growth as 
the main objective of economic policy and to relegate currency sta- 
bility to a secondary status. In that economic climate, international 
reserve requirements naturally had limited place. 


Some of these reasons still apply. However, as a result of the 
inflationary experience in a number of countries, there is a definite 
swing in economic thinking in favour of restoring currency stability 
as one of the major objectives of economic policy. While the central 
banks would be the agency best suited to look after the preservation 
of currency stability, there is no longer any prospect of central bank 
policy being completely independent of government influence. The 
introduction of the international reserve requirements might conceivably 
induce governments to adopt a more cautious attitude towards deficit 
financing through credit creation, although it is unlikely to deter a 
government from deficit financing where it considers it absolutely 
essential. 

In Malaya, Ghana and Nigeria, minimum international reserve 
requirements have also a special function. All three countries have 
accumulated large sterling balances, which might encourage their go- 
verments to embark on large-scale deficit financing without really 


148 The new Central Bank of Malaya will replace the Currency Board only when 
the issue of a joint or separate central bank for Malaya and Singapore has been 
finally resolved. Until such time, the Malayan Currency Board which issues notes 
and coins in Malaya, Singapore, Borneo, Sarawak and Brunei, will continue. 
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threatening currency stability in the short run. Since it is far easier 
to expand current expenditure rather than capital expenditure and 
very difficult to reduce it thereafter, it is not an unlikely prospect that 
the accumulated sterling balances may not ultimately be available for 
capital construction as much as may be desired. This is more or 
less what happened in Ceylon.'® If the central bank of Ceylon had 
been subject to a statutory reserve requirement and the reserve re- 
quirement fixed at a sufficiently high level for the first few years, as 
in Nigeria, the government of Ceylon may perhaps not have incurred 
the large budget deficits it did for financing inflated current ale aun 
itures, particularly on good subsidies. 


The maximum amount of credit creation by the central bank 
and commercial banks, given an international reserve ratio will depend 
on twe other ratios—the minimum reserves (or liquidity) ratio which 
commercial banks are obliged to maintain against their deposit liabi- 
lities and the percentage ratio of currency circulation to total money 
supply. The higher the three ratios are, the smaller will be the credit 
potentials on the basis of a given amount of external assets. In all 
these countries, the currency-money supply ratio is high. Yet even 
if the international reserve ratio is fixed at a high level, it is not likely 
to be restrictive on credit creation for a considerably long period, 
firstly, because of the larger amounts of foreign exchange held by the 
central banks and by other official institutions (which could be trans- 
ferred to the central bank when needed), and secondly, because of 
the excessively liquid state of the commercial banks. Both the 
Nigerian and Malayan advisers warned against the inflationary poten- 
tialities of the quick transfer of external assets from other holders to 
the central bank in return for domestic currency. 


Limits on Holdings of Government Paper 


The restrictions on central bank lending to the government take 
two forms. In all three countries there is the usual restriction 
on the amount of temporary advances to a percentage (around 10 per 
cent) of the annual revenue. In addition, limitations are placed on 
the amount of government paper that the Nigerian and Ghana central 
banks may either own or hold as collateral against advances to com- 
mercial banks. In Nigeria a limit of 20 per cent of the central bank’s 
demand liabilities applies to government securities of over two years’ 
maturity. In Ghana the limit is the fiduciary issue plus six times the 
central bank’s capital. In neither case is there a restriction on hold- 
ings of Treasury bills, since it is assumed that limits on total Treasury 
bills issued will be enforced through acts authorizing their issue. 


16 Cf, Kanesathasan—“* Export Instability and Contracyclical Fiscal Policy in 
Underdeveloped Economies—a Case Study of Ceylon Since 1948 ’”—International 
Monetary Fund, Staff Papers, April 1959. 
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The restrictions on central bank holdings of government paper are 
somewhat superfluous. Once there are minimum international reserve 
requirements, restrictions on central banks lending to government can 
in pratice only serve two purposes—to ensure that the central banks 
maintain a higher international reserve than the minimum and to 
discriminate against central bank credit to government as against 
credit to commercial banks and any others. Central bank’s assets 
consist of foreign assets, claims on the government and claims on 
commercial banks. Claims on the government will consist of tempo- 
ary advances, Treasury bills and government securities. Claims on 
banks are also likely to be against government paper as collateral. 
If the limits placed on temporary advances, government securities and 
Treasury bills are very restrictive, the result may be to impose an 
international reserve minimum above the statutory international reserve 
requirement. The restriction on government securities may also have 
an adverse effect on economic development. Since, for a variety of 
reasons, developmental efforts will be concentrated in the public sector 
in underdeveloped countries, and bank credit to the private sector will 
expand only gradually, restrictions on central bank lending to govern- 
ment may perhaps retard development. There is, of course, the possi- 
bility that the government may obtain credit from commercial banks. 
However, commercial banks may feel reluctant to invest in government 
securities whose holdings by the central bank are subject to restrictions. 
The restrictions may also hinder the efforts of the central banks to 
smooth out short-term or irregular movements in bond prices 
yields. Another defect in such restrictions is the completely arbitrary 
basis on which they have to be determined. 


Banking Functions : Promotion of Banking and Credit Facilities 


A considerable portion of the efforts of the new central banks in 
their first years will have to be directed towards the development of 
banking and credit facilities. What a central bank does in this direc- 
tion is to a far greater extent than in the case of credit control opera- 
tions, a matter of good central bank practice than good central bank 
legislation. To a certain extent the establishment of the central bank 
should by itself be favourable to an expansion of bank credit. With 
a lender of last resort in existence, banks will feel more inclined to 
lend at home rather than hold large balances overseas. It will be 
logical to expect that the more liberal the central banks are in their 
rediscount policy the more inclined will be commercial banks to take up 
domestic assets and to relax their conservative lending habits.’ Com- 
mercial banking has developed in all three countries along British 


17 Sir Cecil Trevor’s “* Report on banking conditions in the Gold Coast ”—(1951) 
held the advances policy of expatriate banks to be “‘ extremely conservative ” (para 
122). The IBRD Mission Report on Nigeria (1955) holds that Sir Trevor’s ‘* remark 
applies equally to Nigeria ” (page 157). 
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traditions, specializing in short-term self-liquidating credit. This is 
especially true of overseas banks which are mostly branches of British 
or British-owned banks. Indigenous banks have to some extent adapt 
themselves to the needs of the countries and to extend medium term 
loans, to some extent. 


The first concern of banks everywhere is naturally the liquidity 
of their assets structure. However, it is now widely felt that there is 
generally a hard core of bank deposits which banks can lend for 
medium and long-term without seriously jeopardizing their over-all 
liquidity.'* Its size will vary from country to country according to 
the degree of volatility of bank deposits, e.g., due to cyclical export 
fluctuations. Besides, sound medium and long-term loans can also, 
in a sense. be self-liquidating if the income from the associated invest- 
ments is sufficient for their regular amortization and, if the central 
bank or some official agency is willing to rediscount them. It must, 
of course, not be forgotten that there is a limit to the amount of bank 
credit creation, both short and long-term, if economic stability is to 
be preserved. This limit will depend primarily on the availability of 
goods and services from current production plus any running down 
of inventories and of foreign exchange reserves (or less any necessary 
addition to inventories and to foreign reserves).'° For some countries 
this limit may be so restrictive as to leave little scope for banks to 
extend credit for fixed investment. The permissible increase in money 
supply related to the growth in national product may be mostly needed 
by banks to finance increased holding of inventories and to increase 
their holdings of foreign exchange assets. In Ghana, Malaya, and 
Nigeria, however. this “limit” may not be restrictive, for a consider- 
able time ; how long will depend very largely on the fiscal policies 
pursued by their governments, and the market conditions for their 
export commodities. Also, these countries still have areas which are 
not fully monetized; and they also have considerable amounts of 
unmeployed domestic resources (though perhaps not in the most 
desirable factor proportions) and of foreign exchange reserves. 


The British tradition of banking, calls for a complementary system 
of financial institutions specializing in medium and long-term credit 
and developed share and securities markets. In these countries the 
growth of such a complementary system is inhibited by the limited 
demand for its services. Until such time as the demand increases 
sufficiently, specialized institutions and the capital market can be 
established and survive only with assistance from the government 
and the central bank. While such assistance should be provided, the 


18 Cf. Relators Report on ‘“* Bank Liquidity and Economic Developments ”— 
Memoira, Vol. II of the 1957 Meeting of American Central Bank Technicians for 
an interesting discussion on the extent to which commercial banks could extend 
long-term credit. The Report does*not, however, arrive at any firm conclusions. 


19 Cf. J. J. Polak—** The capacity of the banking system to finance develop- 
ment” in Memoria, Vel. If of the 1957 Meeting of American Central Bankers. 
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central bank could also assist in the development of the existing com- 
mercial banking system as a source of medium term credit. The central 
bank can assist by declaring sound medium term loans as eligible for 
rediscount with it. Other possible approaches may be for the central 
bank to establish or subsidize a system of credit insurance, which 
would reduce the risk element in the advances granted by banks or to 
establish and provide in part the finance for a special institution like 
the Refinance Corporation in India for rediscounting long-term loans 
for banks. The rediscounting facilities of the new central banks are 
however limited to Treasury bills and commercial bills and promissory 
notes maturing within 93 days, and agricultural and industrial bills 
and notes maturing within 180 days. Central bank advances against 
government securities and other specified collateral are limited to three 
months. The Malayan and Nigerian central banks are empowered to 
take up shares of corporations set up to promote the development of 
the money and capital market and of “ improving the financial machi- 
nery for economic development” up to 30 per cent and 20 per cent 
respectively of their general reserves. However, they cannot provide 
working funds for any such corporations except through the normal 
rediscounting and open market operations. Since government gua- 
ranteed stocks are not eligible for rediscounting with or purchase by 
the new central banks, there is no possibility of central bank finance 
being made available to the corporations indirectly, through a govern- 
ment guarantee being bestowed on their debentures. The exclusion 
of government guaranteed securities from central bank operations may 
also discourage commercial banks from investing in them and prevent 
the central bank from acting to stabilize their prices and yields. In 
contrast, the central bank of Ceylon is empowered to lend against 
mortgages to mortgage institutions for periods up to one year and 
also to rediscount and purchase government guaranteed securities. 


Central banks can assist in the growth of banking facilities in 
other ways. In some countries, the central banks djrectly engage in 
commercial banking business when it is felt that other banks are not 
doing enough in developing banking facilities. This somewhat unor- 
thodox approach has assumed in recent years a certain measure of 
acceptance.”” However, none of the new central banks is vested with 
the powers to engage in commercial banking. 


The new central banks can also assist in bringing about some 
“ integration ” of the credit operations overseas and indigenous banks 
and of commercial banks and specialized credit institutions. As 
mentioned earlier, overseas banks hold the predominant portion of 
bank deposits but tend to have a smaller ratio of domestic assets to 
total assets than indigenous banks. Indigenous banks have less con- 
servative lending habits and also greater contact with native entre- 
preneurs. The integration of the two groups of banks could be achieved 


20 Cf. Sayers—Central Banking After Bagehot—page 118. 
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by the overseas banks using indigenous banks as intermediaries in 
providing credit to local entrepreneurs.*' Such a link would ideally 
take the form of a market wherein indigenous banks would be able to 
sell in bills and other negotiable paper to overseas banks. Where 
such markets do not exist, the link has to take the more direct form 
of loans by overseas banks to indigenous banks. The central bank 
can assist in the integration of two classes of banks in a number of 
ways ; by encouraging the use of bills and other negotiable paper ; 
by standing ready to rediscount bills and other assets including medium 
term loans which overseas banks had discounted for indigenous banks, 
and finally by conducting a periodical examination of banks’ accounts 
to ensure the soundness of their assets. The three central banks are 
equipped with powers to do all these to some extent. However, their 
potential contribution could be greater if their rediscounting facilities 
were more liberally defined. 


Any specialized credit institutions that are established should 
also be encouraged to work closely with commercial banks. The 
central bank with its position of leadership in the credit system should 
encourage such institutions to lend jointly with commercial banks. The 
bank credit component will be repayable first. This system of joint 
loans with commercial banks has been tried out with success on the 
international plane by the IBRD. 


Other Banking Functions 


The new central banks will be responsible for all the banking 
functions normal to central banks. They will issue currency, buy 
and sell foreign exchange and hold international reserves. They will 
act as the banker’s bank (holding deposits for commercial banks and 
rediscounting bills and other eligible paper for them). They will serve 
as the government’s banker and financial advisers, manage the public 
debt and perform agency functions of the government, e.g., manage 
the exchange controls. Some of the noteworthy provisions in the new 
central bank constitutions in regard to these banking functions have 
already been discussed in dealing with the credit contro] functions of 
the new central banks. A few others may be commented on briefly 
because of their unusual nature or their importance. 


With the establishment of the new central banks, each country 
will have its national currency system managed by its central ‘bank. 
However, a strong link is preserved with sterling.and with the earlier 
currency board system. Firstly, each currency’s parity is expressed 
in sterling; secondly, the central banks are statutorily required to 
sell sterling for immediate delivery in London and buy sterling for 
immediate delivery in London; and thirdly, in place of the 100 per 
cent reserve in sterling for currency a substantial reserve in sterling 


21 Cf. Newlyn and Rowan—Chapter on “* Proposals for Monetary and Financial 
Reform ”—page 251. 
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is statutorily required. Only gold and sterling assets qualify for the 
statutory minimum international reserve. In other words, all three 
currencies will continue to be on a sterling exchange standard. Only 
in the case of Malaya is the link with sterling relaxed somewhat ; 
foreign assets in sterling and any other currency approved by the 
Minister of Finance will qualify for the statutory international reserve. 
There were two reasons which motivated the formal maintenance of 
the sterling standard—one was the practical consideration that the ex- 
ternal transactions are almost always conducted in sterling and second, 
the need to win confidence in the new currency. Both are good 
reasons, although the confidence factor could be easily exaggerated. 
Confidence in a currency is preserved more through the pursuit of 
appropriate monetary and fiscal policies, than any formal recognition 
of a satellite status with an international currency. On the other 
hand, by preserving the sterling exchange standard, the three countries 
are placed at a disadvantageous position in regard to the revaluation 
of their currency. Moreover, a gold parity would in any case be 
established for the currencies as these countries join the IMF.?*. There 
may therefore have been some future advantage and hardly any real 
loss in fixing a gold parity and permitting international reserves to 
be held in non-sterling currencies. It was because of this consideration 
that the Ceylon rupee’s parity was fixed in gold in the constitution 
of the central bank of Ceylon. The Ceylon bank was even called on 
to “endeavour to hold at least a nucleus reserve in gold or currencies 
freely convertible into gold.” 


The Advisers attach, with good reason, great importance to the 
central bank’s role as financial advisers to the governments. The rela- 
tionship envisaged by them between the government and the central 
bank is of some interest. They did not define the relationship in 
detail as some of the post-war central bank institutions have attempted 
to do.** In any event, the kind of relationship that will actually 
evolve will depend only to a relatively small extent on the legal defi- 
nition. However, judging from the provisions in the central bank 
constitutions as well as from the Advisers’ Reports, there are two note- 
worthy features in the government-central bank relationship envisaged. 
Firstly, the central banks are expected to consider the preservation of 
currency stability as their primary, and in a sense, their special responsi- 
bility. This is evident from the manner in which the central banks’ ob- 
jects have been defined, and from the statutory limitations placed on 
their credit creation. Secondly, the central banks are expected to have a 
measure of independence vis-a-vis the government. not only in regard 
to their purely technical or banking functions, but also in the shaping 
of the policy appropriate to their statutory objects and the advice 


22 Ghana and Malaya are in fact already members of the I.M.F. Gold parity is 
not yet fixed for the Malayan dollar. 

2 Cf. D. L. Grove “ Central bank independence and the government central 
bank relationship ” (Washington Board of Governors of the Federal Reserve System 
1952., (mimeographed), pages, 15-19. 


i 


CENTRAL BANKS 153 


they offer to the government. This approach is symbolized in the case 
of Nigeria and Ghana by the fact that there will be no government 
spokesman on the Board of Directors because “a government spokes- 
man ought not to sit on both sides of the table nor be able to influence 
the Bank’s views from the inside.”** In Ghana, however, the Per- 
manent Secretary to the Ministry of Finance may be appointed as a 
Director during the first nine years of the Bank’s operations. 


The Malayan central bank constitution (unlike those of Ghana 
and Nigeria) does not incorporate fully the government-central bank 
relationship envisaged by the Advisers. In some respects it closely 
resembles that of the Central Bank of Ceylon. There is no restriction 
on the amount of government paper that the central bank may hold.*° 
The Secretary to the Treasury is a member of the Bank’s Board: “his 
membership will ensure at all times that his Minister’s memo will be 
made known to the other members of the Board.” The central bank 
is obliged to report to the Minister of Finance on the economic situa- 
tion and its policy, and the final authority of the Minister is explicitly 
recognized ‘by empowering him to issue directives to the bank in case 
of disagreement. 


Conclusion 


The central bank charters of Ghana and Nigeria are worthy of 
study not only in their own right, but also because they seem to con- 
stitute the prototype of the central bank charters for those British 
cdonies graduating to independence and desirous of setting up central 
banks. The constitutions of the two Banks and that recommended by 
the Advisers for Malaya are almost identical in their principal pro- 
visions. However, the constitution finally adopted in Malaya made 
significant changes on the Advisers’ recommendations, 


The rationale underlying the Ghanian and Nigerian central bank 
charters and the main provisions of the two charters can be summa- 
rzed as follows: There is some need for a flexible and managed 
monetary system to replace the Currency Boards ; however, the scope 
for monetary policy, ie., for the exercise of its “control function ” 
ty the central bank, is limited in the present circumstances; the 
emphasis should therefore be placed on the “ banking” and especially 
on the “promotional” functions of central banks, and the credit 
control powers granted to the new central banks be limited to the 
use of the discount rate, open market operations and a variable liqui- 
dity ratio. On the other hand, the establishment of a managed mone- 
tary system, if adequate checks are not provided, may result in mone- 


24 Lovnes Report, page 14. In all three central banks, the directors (other 
than the Treasury representatives in Ghana and Malaya) are to be appointed for 
their personal qualifications and not to represent particular groups or interests. 


25 However, the Central Bank of Ceylon is prohibited from directly subscribing 
to or underwriting government issues. 
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tary mismanagement and threaten the stability of the internal purchas- 
ing value of money and its foreign exchange value, which is especially 
important in view of the importance of foreign trade to these countries ; 
the checks provided are mainly the imposition of a minium interna- 
tional reserve ratio and a limit on central bank credit to govern- 
ment. The special position of sterling in the foreign exchange tran- 
sactions of the two countries and the close links between the local 
banking systems and the London money market are recognized by 
defining the exchange parity in sterling, requiring that the legal mini- 
mum international reserves be held exclusively in sterling and by 
permitting sterling balances of commercial banks to qualify for the 
minimum liquidity ratio imposed on them. 


Three main criticisms are offered of the Ghanian and Nigerian 
charters. Firstly, whilst it is generally correct to maintain that the 
scope for central bank contro] operations is at present limited, it is 
doubtful wisdom to frame a qentral bank charter without paying 
adequate regard to potential long-term needs of the country. Secondly, 
the new methods of selective credit control developed by central banks 
in underdeveloped countries, particularly those exposed to pronounced 
fluctuations in their external balance of payments, have been ignored. 
The main credit control weapon granted to the Ghanian and Nigerian 
central banks is the variable liquidity ratio. However, the effectiveness 
of even this measure is reduced by the unqualified inclusion of sterling 
balances in the liquidity ratio. With the liquidity ratio thus defined, 
the central bank ceases to be the only lender of last resort, and the 
central bank’s control over the foreign exchange assets and liabilities 
of other banks is weakened and its efforts to compel banks to seek mare 
domestic investments handicapped. Thirdly, it is felt that while tie 
international reserve ratio, despite its general defects, has a useful 
place in the charter, the limits on lending to government are super- 
fluous and can be harmful to the government development and stabil- 
zation programmes and the development of a government securiy 
market. Finally, in regard to the central bank’s “ promotional ” func- 
tions, while it is conceded that they depend more on good centrd 
banking practice than on good central bank legislation, the charter 
does restrict the scope of central bank action by strictly limiting the 
terms on and the extent to which the central bank can provide fund: 
to commercial banks and to special credit institutions when needed. 


These criticisms, excepting the last, do not apply in the case of 
Malaya. The Malayan charter altered the recommendations of the 
Advisers’ and invested the Bank with wide selective credit control 
powers, supplemented the variable liquidity ratio with variable cash 
and liquid assets ratios and also dropped the ceiling on credit to the 
government. 


Washington S. KANESATHAN 
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INTEGRATED CREDIT—SOME RECENT 
DEVELOPMENTS. 


THE co-operative policy has been subject of acute controversy during 
recent months. The differences in a way are fundamental. In parti- 
cular, the brunt of the criticism has been against the large size co- 
operative. Here again, the differences are not so much regarding the 
new system of finance which the large size co-operative will follow 
as much as the pattern of organization and administration envisaged 
for the rural institution. We may briefly describe the main points of 
the controversy. 


1. It has been argued that the state participation in the co- 
operative movement in general and the large size co-operative in 
particular is fraught with many adverse potentialities. State parti- 
cipation, both in share capital and management, goes counter to the 
basic principles of co-operation and undermines the purpose of the 
movement to induce such qualities as self-help, thrift, etc., among the 
rural population. The contribution of share capital in the co-operative 
movement by the State involves almost an equal share in the manage- 
ment of these institutions. This would mean domination of the 
Government both in the matter of policy as well as the day-to-day 
working of the large size co-operatives in particular and other co- 
operative institutions in general. 


2. The large size co-operative would tend to be unwieldy as it 
will cover more than one village for its area of operation. In some 
States like the U.P., where the society covers as many as 25 to 50 
villages, it has virtually ceased to be a co-operative institution. It 
will hardly be able to size up the credit needs of a vast membership, 
much less to meet them effectively. In consequence, members belong- 
ing to villages where the headquarters of the large-size co-operatives 
or those from which the personnel of the executive of the institutions 
are drawn are likely to receive more attention than the rest. 


3. It is contended that the large size co-operatives have not 
indicated any greater effectiveness or better business in their working. 
In fact, it is said that as compared to the small co-operative, the large- 
size society has been able to display no superior features that have not 
been hitherto found in the movement. 


4. It has also been contended that the limits of crop loans 
decided upon by the large co-operatives are inadequate. Besides, 
serious delays occur in providing timely finance to the agriculturist 
due to the time taken to complete the process to secure funds. 
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5. It has also been argued that the large co-operatives have not 
been able to help the small farmer and the landless. Their performance 
in the matter of repayments and overdues is also not quite satisfactory 
as compared with the village societies. It has been conceded, how- 
ever, that where cash crops predominate, the large size co-operatives 
display a better performance than the small. 


6. The large society confines its attention to credit with reference 
to individual cultivators who are its members. It does not operate 
in the context of an overall production programme for the village. It 
has similarly a very loose arrangement for supervision of the applica- 
tion of credit as also proper and fuller information about the techno- 
logical issues involved in agriculture which should constitute important 
considerations in determining and extending credit. It is contended 
that the real purpose of the co-operative societies should also be to 
distribute farm resources, look to such aspect as the fuller utilisation 
of agricultural resources including irrigation potential, help improve 
farm techniques, consolidation of holdings, etc., and thus emerge as a 
multi-purpose institution pervading all the socio-economic activities 
of the village. It has been further suggested that such a multi-purpose 
body should normally undértake credit functions but where the villages 
and agriculture demand special attention by virtue of their backward- 
ness, the provision of credit may be left to a credit union covering a 
number of villages. The union’s loans programme, however, should 
arise Out of the recommendations of the village multipurpose societies 
as a part of the over-all agricultural programmes framed by them. 


Before we go into the details of the criticism on the basis of the 
available statistics, it will be useful to briefly review the progress of 
the integrated credit structure during its working for the last four years 
or so. The movement was initiated on an experimental basis some 
time in 1954. Information relating to the working of the movement 
upto 1958 is available. for the purpose of analysis of its working. 


State Bank of India 


The nationalisation of the Imperial Bank, and its emergence as 
the State Bank of India was a part of the reorganisation of co-operative 
credit. It would, therefore, be useful to review briefly the contribu- 
tion of the State Bank of India in the sphere of co-operative finance. 
By the middle of 1959, the State Bank increased its branches and 
offices from roughly 400 in 1954 to 780 by 1959. In the absence of 
a fuller data about the location of these offices, it. is not possible to 
analytically say how far these branches penetrate the semi-urban and 
rural areas so as to be able to effectively provide additional and 
cheaper remittance facilities which was an important consideration for 
nationalisation. Looking merely at the expansion, it may be said that 
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the State Bank seems to have been able to make a significant im- 
pression in this regard. The total remittance business transacted by 
the State Bank in 1958-59 amounted to about Rs. 100 crores. These 
include, besides normal remittance facilities at 4% below bank rate 
available to the co-operative movement, free transfer facilities to the 
central financing agencies thrice a week instead of once as before. 
The State Bank tases particular care to avoid overlapping of business 
in the sphere of co-operative finance. It, therefore, avoids operating 
in areas where central financing agencies exist. It also avoids enter- 
ing the normal day-to-day financing of the primaries by the central 
financing agencies. The State Bank confines itself to providing such 
facilities as the purchase and collection of cheques and bills, advances 
against Government securities and repledge of goods, purchases of 
and advances against debentures of land mortgage banks and financ- 
ing of marketing and processing societies. During the period under 
reference, the Bank discounted bills worth Rs. 1.37 crores on behalf 
of the co-operatives. The total advances of the State Bank to the co- 
operative’-movement in the year ended 3lst March, 1959 amounted to 
Rs. 12 crores. During the same period the Bank financed 84 market- 
ing and processing societies to the extent of Rs. 78 lakhs. In addition, 
it purchased the shares of the Central Warehousing Board of the 
amount of Rs. 2 crores. 


These are not all but only the important activities of the State 
Bank in recent years in the sphere of co-operative finance. They in- 
dicate that whereas in the sphere of remittance, the State Bank seems 
to be making a significant contribution, in other areas its total busi- 
ness in the agricultural sector seems to be meagre in comparison with 
its total resources of roughly about Rs. 500 crores. It is difficult to 
judge how far the Bank’s remittance work is complementary or com- 
petitive, both because the new policy has been in operation for a 
short time and that there is no adequate data to delineate the busi- 
ness by treasuries, central financing agencies and the State Bank. 


Supervised Credit 


Under the Second Plan, about 10,400 large size societies were 
targeted for. It was also expected that each large size society will 
command total financial resources of Rs. 1.5 lakhs. The Government 
would purchase shares worth Rs. 10,000 in each of the large co- 
operatives, giving it an operational limit of Rs. 80,000 or 8 times its 
capital. By 1957-58, about 4,470 large size co-operative societies were 
brought into existence. Some of these were newly formed institutions 
whereas in other cases, they arose out of the amalgamation of small 
village societies, The total co-operative finance to the agriculturist 
rose from Rs. 24.21 crores in 1951-52 to Rs. 67.33 crores in 1957-58. 
The Reserve Bank’s short-term finance to central financing agencies 
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rose from Rs. 12.11 crores in 1951-52 to Rs. 61.38 crores in 1957-58. 
The medium term loans rose from Rs. 26.56 lakhs to Rs. 279.65 lakhs 
during 1954-58. Read against the Second Plan target of all short- 
term finance of Rs. 150 crores, and medium term finance of Rs. 75 
crores, the performance in the aggregate by 1957-58 appears to be 
rather slow. In the sphere of the creation of large-size co-operatives, 
the target would have been reached by the end of the Second Plan, 
but for the reversal of policy under which the creation of large societies 
has been for the time being discontinued. 


The Second Plan target for the marketing co-operatives to be 
located at important marketing centres and to operate in co-ordina- 
tion with the large size societies was 1,000. During 1956-58, 749 
societies were formed in addition to those which already existed. 
Their working, however, was largely conditioned by the state of gene- 
ral marketing organization in the areas of their operation, and the 
degree of co-ordination that existed between the large size co-opera- 
tives and the marketing societies. For instance, in such places as 
Broach and Kolhapur in Bombay State the proportion of crop, 
marketed through the co-operatives under the integrated scheme, was 
roughly 40 and 75 per cent of the two important products of cotton 
and gur respectively. This was because both the regulated markets 
as well as transport and roads were relatively well developed. Th 

large size co-operatives also took care to collect the produce Pa 4 
members and pass them on to the marketing societies. In the Edst 
Khandesh district, on the other hand, which was the third area of 
experimental integrated scheme in the Bombay State, both on accoynt 
of want of these facilities and, in particular, because the initiative to 
carry the produce to the marketing societies was left to members, 
the proportion of produce received by the marketing co-operatives wa’ 
very small, and did not exceed 15 per cent in any case. 


The Reserve Bank of India under their National Credit (long- 
term loans) Fund by June 1958 set aside Rs. 23 crores to help the 
State Governments to contribute to the share capital of central financ- 
ing agencies. The State Governments, however, borrowed only 
Rs. 7.44 crores till that date. This should suggest the extent to which 
the State participation must have gone in the share capital of co- 
operative institutions at various levels. 


Analysis of the Working 


It is difficult to go into all the issues of the working of the new 
system. We would, therefore, confine our attention to a few important 
aspects of the working of the large society, but more particularly in 
the three districts of Broach, East Khandesh and Kolhapur, where 
the movement has been initiated by the Reserve Bank of India and 
the State Co-operative Bank. The data for our study are drawn from 
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the Sixth Evaluation Report of the Programme Evaluation Organiza- 
tion. They are based on a sample study of societies of both the types. 
Two important limitations in this study, however, should be carefully 
noted. Firstly, in all the blocks and the projects in which the study 
was carried out, the samples drawn from both the types of societies 
were not statistically balanced. Possibly, this could not be otherwise 
because of the difficulties inherent in this type of work. Further, 
whereas the large societies have been working for roughly a period 
of four years. the village societies were in existence for a very long 
time. There were other peculiarities also such as the difference bet- 
ween the actual objectives with which they were registered and the 
functions they were carrying on on the date of the study. We would 
limit our analysis to such points as extent of conversion to limited 
liability, membership, financial resources, government contribution to 
share capital, coverage as indicated by size and composition of mem- 
bership ; and loan facilities. 


Limited Liability 

Out of the 33 large societies covered, it was found that only 
2 had unlimited liability whereas the remaining 31 were converted to 
limited liability basis. Again, 14 out of these 33 societies emerged as 
a result of amalgamation of smaller societies whereas the rest were 
newly created. The amalgamated societies on an average replaced 5 
to 6 existing smaller societies. Except from one block in the U.P. 
where this average was 22 and in another block in Madhya Pradesh 
where it was 1.5, it was found that on an average, the large size 
societies covered 11 villages and the small size about 2 villages. Only 
in one block, the large societies covered 29 villages. It is significant 
to note that although unlimited liability is generally the basis of small 


societies, the study reveals that roughly 72 per cent of the small 
societies carried this feature. 


Size: 


As against the average membership of a large society of 418 and 
an overall financial resources of Rs. 14,232, the village society had 
respectively 64 members and resources of Rs. 1,921. It is extremely 
difficult to get data regarding the share capital contribution of all the 
large societies. But the available information for 22 large societies 
in 12 blocks which had actually ‘received the Government’s contribu- 
tion showed the Government’s shareholding of an average of 28.4 
per cent of their total share capital. As against the provision of 
roughly half the personnel of the Committee being Government nomi- 
nated. it was found that such nominees on the Committees of large 
societies were 3 but quite often only 1 who in practice acted as ob- 
servers. Of course, the Government nominees were entitled to submit 
separate reports to the Government about the decisions taken at the 
meetings if they differed from the majority. These figures roughly 
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lead us to the feeling that though there may be a potential danger 
of the State over-running the movement, the trends hitherto in this 
sphere indicate that no serious inroads or interference have occurred 
into the working of the large societies. 


Coverage 


One of the objectives of the co-operative movement is to cover 
all rural households within its fold. The sample data, however, indi- 
cate that the large co-operative has been able to cover 23.1 house- 
holds and a small size society 21.8 households for every 100 house- 
holds in their respective areas of jurisdiction. There have been ex- 
tremes of both the types where some societies in a few blocks have 
achieved a 100 per cent coverage whereas in others the proportion of 
households covered was round about 10 per cent. 


It is not possible for us to reproduce here all the data available 
on the subject of composition of membership according to the size of 
their holdings. We shall confine our study to the small holders upto 
5 acres. According to this, it was found that in the large societies, 
36 per cent of the members had holdings upto 5 acres as against about 
42 per cent in the case of small societies. Similarly, in the case of 
the landless also, the large societies had 27 per cent as against roughly 
17 per cent in the village societies. A mistake in the classification in 
the case of the large societies should, however, be noted. In the group 
of the landless labourers, sometimes artisans and other big cultivators 
who do not resort to borrowing have been classified erroneously as 
landless. Further, both the large and the village societies have attracted 
big cultivators in an equal measure. For instance, 5 per cent and 7 
per cent of the members in the case of large and small societies 
respectively are holders of 25 acres and more. Without going into the 
details of the composition of the amalgamated and the newly formed 
societies, it may be roughly said that both the types of institutions did 
not carry any special features of more effective coverage of the small 
farmer and the under-privileged in the rural society. 


The other two important indicators of the penetration of both 
types of institutions in the rural areas would be afforded by the nature 
and extent of finance. In 1958, about 68 per cent of the members of 
large societies received loans and the average amount advanced came 
to roughly Rs.310. It has also been found that in the same year 
whereas the proportions of agriculturists with holdings upto 5 acres 
were roughly the same in the case of both large and small societies, 
the proportion of such members financed was larger in the case of 
village than the large societies though it should be admitted that the 
overall difference between the two was not very large. It will thus 
be found that here also both the small and the village societies did 
not indicate any clear-cut redeeming features in their working. 
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There have been criticisms of the large societies on the ground 
that the repayment of loans have been much less favourable in the 
case of large societies than the small. For instance, in 1957-58, the 
village societies indicated a repayment ratio of 86 per cent of the total 
loans against 74 per cent of the large societies. It should, however, 
be noted that if we examine the loans overdue as percentage of out- 
standing for a period of a year and more, it will be found that in 
1958 the large society shows only 10 per cent in this category as 
against 13.4 per cent of the small societies. A further interesting 
feature is that members having large holdings in small societies were 
much more in arrears than others. Here again, the data available to 
us are not indicative of clear trends. This may probably be due to 
the fact that the large societies have been in existence for a very short 
period. 


Crop Loans 


It has been complained against the large size co-operatives that 
the extent of crop loan made available to the agriculturist for different 
crops is inadequate. In the case of irrigated crops, the crop loans 
varied from Rs, 55 to Rs. 100 per acre. These limits were lower in 
the initial stages, as for instance, Rs. 25 in the case of unirrigated crops 
in some parts of the Bombay State. There appears to be a tendency 
to revise these limits upward in the light of experience. Normally, 
the actual financial requirements for various items of costs in agri- 
culture should be the determining basis for these loans but in some 
cases, land revenue has been used for this purpose. Here again, the 
multiples of land revenue to be made available as crop loans to the 
cultivator were different in the case of owner and tenant cultivators in 
some cases. Some large societies also looked to the behaviour of the 
borrowing member as reflected in the nature of farming and the regu- 
larity of repayment, in determining this crop loan multiple. This, 
however, does not complete the picture relating to the nature, and 
effectiveness of crop loan finance as the basis of security against which 
funds are granted have a different tale to indicate. The following table 
indicates the types of security against which loans were given by small 
and large societies in the years °56-’57 and °57-’58. 


% of loan advanced on 1956-57 1957-58 
Large Small Large Small 
Land , 48.8 41.1 55.0 
Produce — 0.0 3.3 0.0 
Other assets — 0.8 4.7 0.7 


Personal surety . 40.1 50.4 51.0 44.3 
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In both the large and the small societies, the security for advances 
continued to be assets, both land and others, although in the case of 
the large society, these factors are slowly receding into the background. 
For instance, in 1957-’58 whereas land served as security for 55 per 
cent of the finance of the village society, it was 41 per cent in the 
case of the large. The produce as the basis for finance in the case 
of large society was little more than 3 per cent in the same year. 
Personal security, however, covered 51 per cent of the finance in the 
case of large society as against 44 per cent in the case of small society. 


A few comments may be offered about the limits of crop loan 
finance from the intensive data available relating to the three districts 
of the Bombay State. Whereas the limits set in the case of both 
irrigated and unirrigated crops initially were more or less in the 
general All-India pattern as indicated before, a good bit of adjust- 
ments from year to year took place in the light of actual experience 
of the working of the crop loan system. For instance, in East 
Khandesh, the limit of finance for an acre of unirrigated crop was 
Rs. 35/- and Rs.500/- for plantains which was an irrigated crop. 
The limit for the latter in 1958-59 was raised to Rs. 750 per acre 
and even to Rs. 1,000 in certain exceptional cases. In the case of 
sugarcane in the Kolhapur district, the limit of crop loan finance has 
ranged from Rs. 300 to Rs. 800 and for dry crops from Rs. 50 to 
Rs. 125 respectively. 


We did not make a reference to the two important weaknesses of 
the working of the integrated credit movement which has been brought 
to light in the three districts under intensive schemes in the Bombay 
State and to which passing mention has been made already. It has 
been found that in some areas, both the large size co-operative and 
the marketing societies continued to provide oredit. In the same 
areas in some places, the multi-purpose co-operative also extend 
finance to the agriculturists. This is likely to lead to over-finance. 
Similarly, in certain other parts, marketing societies have been floated 
within two miles of each other, particularly, where a single cash 
crop predominated. This would not leave enough business for both 
the institutions and would lead to mutual rivalries. A reference that 
the co-ordinated approach between the large size co-operative and 
the marketing societies as well as the availability of such facilities 
as regulated markets, transport and communications, make to a larger 
proportion of the crop going to the marketing co-operative for disposal 
has already been made earlier. 


| 


163 


INTEGRATED CREDIT 


Thus, the analysis reveals that it is too early to pass a verdict 
either in favour or against the large size co-operative. It would 
need some time to allow these institutions to work fully and achieve 
a measure of adjustment and flexibility. Time will also be necessary 
to evolve working arrangement to avoid overlapping and duplication 
of work as indicated above. Only then we are likely to get a more 
or less clear picture. of the pros and cons of the integrated credit 
movement with special reference to the working of the large size co- 
operative. An examination of the progress thus leads us to a feeling 
that the rethinking on the system that has begun within less than five 
years of its initiation seems to have been largely out of the conside- 
ration of the basic principles of co-operation, a process which should 
have engaged us immediately after the All-India Rural Credit Survey 
Report was published rather than after the scheme has been launched 
even in a limited way. 


Bombay M. B. Desai 
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MONETARY POLICY IN AN INFLATIONARY ECONOMY 


A Case Study of the British Experience 
1951-1957 


PART TWO* 
6. Theoretical Issues Examined 


6.31 In the post-war years, inflation and the balance of payments 
disequilibrium have been recurrent sources of headache to the successive 
Chancellors of Exchequer in Britain. Till 1951, inflation was sought 
to be controlled primarily by a combination of fiscal and physical 
controls. Since then, however, monetary policy seems to have regained, 
at least, part of the lost ground, and increasing reliance has come to 
be placed on the monetary control, while the structure of physical 
controls has been progressively dismantled. 


6.32 From the narrative in the first part of this paper, it will be 
obvious that the British Government has only moderately been suc- 
cessful in dealing with inflationary pressures and balance of payments 
disequilibrium. A major aim of economic policy in the post-war years, 
has been to check inflation and to secure a balance of payments surplus 
sufficient both to guarantee the stability of sterling and to make reason- 
able provisions for the capital needs of other countries in the sterling 
area (Mr. Butler thought that an annual surplus of £300-350 million 
should be the minimum level to secure that objective). Another im- 
portant objective of economic policy, popular both with the Labour 
and Conservative governments, has been to step up the rate of 
domestic investment and a good deal of concern has been expressed 
in responsible circles on Britain’s lagging behind Germany in this respect. 
There is no conflict between the two objectives in the long run, for 
a trading nation like Great Britain can retain its export markets only 
by raising the level of productivity and for that a sufficiently high 
rate of investment is a primary necessity. But in the short run, there 
has been a conflict between, the need to expand investment at home, 
and that of improving the balance of payments. This is because of 
the fact that engineering and metal products have been the only com- 
modities for which the level of world demand has continued to grow 
at a high rate in the post-war years. This is reflected in the structure 
of British exports also and 50 per cent of the U.K. exports now consist 
of metal and engineering products (the corresponding ratio for 1913 
was 25 per cent and for 1936-38 34 per cent). Over the period 1936- 


*Part one of this paper had appeared in the July 1959 issue of this Journal. 
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54 there has been a 65 per cent increase in the real volume of British 
exports but in the same period the exports of metal and engineering 
products have risen 2} times. There are three claiments on the metal 
and engineering industries, namely, the defence requirements, exports 
and domestic investment. - Taking defence requirements to be given 
in the short run, the only practical way of improving the balance of 
payments (apart from import cuts) is to divert home products to the 
export markets. And since there was a readily available demand for 
the metal and engineering exports, as a device of expediency, the 
British government had been forced to divert these products to the 
export markets, reducing the quantity available for expanding domestic 
productive capacity. These expedient measures, however, have also 
failed to bring about the desired long run improvement in the balance 
of payments and the level of gold and dollar reserves at the end of 
1957 was lower than the 1950 level. At best, therefore, economic 
policy may be said to have only moderated the inflationary pressures 
by various make shift arrangements. 


6.33 The next question is: what was the contribution of mone- 
tary policy in bringing about even this modest improvement? Here 
again the narrative in the first part of the paper should serve to em- 
phasise the conclusion that monetary policy could not claim to be 
principally responsible for even the moderate degree of economic sta- 
bilisation that resulted from a combination of various economic 
policies. The 1952 improvement in the balance of payments, for 
example, had for its reasons an unexpected favourable shift in the 
terms of trade and the direct import cuts of November, 1951. To the 
extent that the internal disinflation was also a contributory factor, this 
was due more to the imports cut by the overseas sterling area rather 
than deliberate government measures. And monetary policy in this 
phase. was deliberately cast in for a modest and almost symbolic role. 
If further proof was needed to establish the relative inability of mone- 
tary policy to contro] exclusively the inflationary pressures, it was pro- 
vided in the second phase of the crisis in 1955. To meet the infla- 
tionary pressure, the bank rate was raised from 3 per cent to 34 
per cent in January, 1955 and to 44 per cent in February. Having 
adopted those restrictive measures, the Chancellor felt confident to 
present an antidis-inflationary budget. That the Chancellor’s attempt 
‘to go it alone’ proved disastrous was obvious from the introduction 
of an emergency autumn budget in the same year. 


6.34 In making out a case for monetary policy, Sir Dennis 
Robertson writes:'? “This engine of fiscal policy is by its nature 2 
somewhat cumbersome and unwieldy one, working with a pronounced 
lag and difficult to set moving, at all events in a parliamentary demo- 


12 D. H. Robertson ; “‘ What has happened to the rate of interest ?” in Utility. 
and all That, p. 93. 
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cracy, more than once or at most twice a year.” More or less similar 
view has been voiced by Professor Lionel Robbins who writes :'* 
“A world in which, on the whole, the fiscal machine will only work 
with tolerable efficiency if it is not asked to accommodate itself to 
changes more than once a year is a world in which, if the only overall 
control is fiscal, all sorts of things can go wrong in the intervals.” 
We need not deny this weakness of the fiscal control. What we may 
as well emphasise is that the weakness of fiscal policy is not necessa- 
rily a strong point for monetary policy. No doubt, the engine of 
monetary policy can be set to work at short notice yet if the response 
of the economic system to monetary signals is slow and ineffective, 
the end result is not very satisfactory. Here was the case of an active 
monetary policy being pursued for more than a year and yet in Febru- 
ary, 1956 a further rise in the bank rate was necessary to meet the 
crisis of confidence in sterling. And if in 1956 there was a relaxation 
of inflationary pressures, this was due more to other factors than 
monetary policy. Why monetary policy cannot work so smoothly, 
quickly and painlessly is the purpose of this part of analysis. 


6.35 Inflation may be either demand induced or wage induced. 
The first type refers to a situation where in purely physical terms we 
are extracting too much from the economic system here ; that the pres- 
sure of aggregate demand on productive resources is too heavy. The 
second type of inflation refers to a situation where wages tend to rise 
faster than growth of productivity, resulting in price increases. We 
shall first deal with the second type of inflation. The protagonists of 
active monetary control seem too much worried about this source of 
inflation, over which, they feel fiscal policy has no contro] whatever 
for wages are determined by collective bargaining. It is this danger 
that Prof. Robbins has in his mind when he writes," “In a regime of 
financial elasticity in which the only instruments of stabilisation are 
fiscal, the stability of the whole system depends on the good sense of 
the trade union leaders whose position depends on their securing 
results which justify themselves to their members.” 


6.36 Once again the argument seems to be that monetary policy 
is capable of dealing effectively with such a situation. Sir Dennis 
seems confident that “against this kind of inflation, monetary mana- 
gement with its instrument, the rate of interest, was in the bad old 
days of gold standard the ultimate safeguard. Wage negotiations 
were conducted as it were, within a steel framework, not absolutely 
rigid indeed, but known not to be indefinitely extensible ; it was fairly 
evident to every body that if an exorbitant level of wage-rates was 
demanded, the money would simply be not there to pay the wage- 


18 Lionel Robbins ; The Control of Inflation ” in “* The Economist in the Twentieth 
Century and other Essays’, p. 73. 


14 Lionel Robbins : Ibid. 
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bill.”"** The argument here, obviously, depends on the validity of the 
quantity theory of money and prices, the quantity of money being an 
effective device for chastising irresponsible trade unions, Of course, 
the state of demand, no doubt, has some influence in setting the pace 
of wage claims but it seems to be stretching the argument too far to 
conclude that the quantity of money has any direct relation to the state 
of demand. Despite this influence of the state of demand on wage 
claims, it seems more sensible to think of the wage rate as being deter- 
mined in a commonsensical manner, between the employers and the 
trade unions. An enquiry into the problem by the Economic Com- 
mission of Europe’® brought out the fact that the state of employment 
is not the only and not necessarily the most important factor in 
influencing the trade union view of wage demands. In the post-war 
years, the degree of unemployment has been very much higher in 
Southern Italy than in Northern Italy. Yet the pace of wage rates 
has been more or less uniform in the two regions. In Britain itself, 
in 1953 when there was a considerable slack in the economy, wages 
were rising at as fast a rate as before. In 1956, once again unemploy- 
ment rose, though only from 1.2 to 1.3 per cent and vacancies notified 
to exchanges fell to a level where they were matched by the number 
of men seeking jobs, yet wages rose by 7 per cent and production 
failed to rise at all. A study of the inter-war experience by A. J. 
Brown also brings out the conclusion that within wide margin, the 
state of employment has no predictable influence on the wage rates. 
It is only when the ‘reserve army’ of unemployed people assumes 
severe proportions that a moderating influence on wage rates may be 
brought to bear. Yet this much amount of unemployment is neither 
politically nor socially acceptable and in the absence of any alternative 
arrangement, wages keep on their upward pace, under the combined 
influence of industry wide bargaining and the spread of equalitarian 
tendencies. The dilemma that economic policy faces is this: within 
tolerable limits, the state of demand has only a limited influence on 
the wage rates, while a severe curtailment of demand may land the 
economy in the midst of a depression. This is, however, a dilemma 
to which both fiscal as well as monetary policy have no easy solution 
to offer. 


6.37 Assuming, however, that the wage rate is given, inflation 
may yet arise because in a physical sense the pressure of demand on 
resources exceeds the supplies made available. The devices of infla- 
tionary gap and the way fiscal policy deals with such a situation is 
a commonplace argument. The limitations of this method of control 
are also widely known. In a relatively free economy, in the absence 
of direct physical controls, a balance of payments deficit and a price 


18 PD. H. Robertson : ‘ What has happened to the rate of interest’ in Utility 
and all That. p. 91. 


16 United Nations : Economic Survey of Europe in 1955. 
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rise are the necessary results of an inflationary situation. How then 
does monetary policy deal with such a situation ? 


6.38 Here unfortunately, the classical statement of the way in 
which monetary policy works leaves much unexplained. In the days 
of gold standard, active use of monetary policy was the accepted part 
of the rules of the game in correcting a balance of payments disequi- 
librium. The rule was: when in deficit, contract the money supply ; 
and it was hoped that this contraction would bring about a fall in 
internal prices as compared to foreign prices—hence encourage exports 
and discourage imports. But the crucial question is: Why should 
prices fall? And once you get an answer to that question the fact 
emerges that monetary control is not as smooth and painless a remedy 
as the classics would have us believe. It was left to Keynes to bring 
to the surface the inhuman and the sordid mechanism of unemploy- 
ment and depression, the chief instruments on which the restora- 
tion of equilibrium depended. In those days, full employment had 
not been accepted as a major goal of economic policy and the creation 
of a sufficient degree of unemployment was accepted as part of the 
rules of the game, a painful yet inexcapable necessity. Since then, 
however, there has been a big swing in the public attitude to unem- 
ployment and the reason why monetary policy cannot deliver goods 
so quickly and smoothly is to be found in this change of climate. In 
my opinion, the ineffectiveness of monetary policy arises basically from 
the acceptance of full employment as a major goal of economic policy, 
though there have also arisen some technical difficulties in making it 
effective. The level of employment maintained in the post-war years 
has surpassed even the most optimistic expectations held during the 
war and early post-war years. Since the people have become used tu 
such high level of employment, public opinion regards even 3 per cent 
of unemployment as unnecessary waste. The acceptance of full employ- 
ment creates a framework of expectations which does not allow mone- 
tary policy to bring about the desired effect. 


6.39 Added to this, is the conviction widely held both by the 
conservatives and the labour party that a capitalist economy is 
inherently unstable, with a pronounced bias towards stagnation in the 
long run. The prophets of gloom have been predicting a recession 
in the U.S.A. almost every second year. Thus any government policy 
which tries to control inflation has to guard against the creation of 
a situation where the policy goes too far and lands the economy in 
the midst of a cumulative downswing. This applies in particular to 
monetary policy. Monetary policy works primarily through its effect 
on investment and investment in a private enterprise economy depends 
on the ‘ animal spirits’ of businessmen, to successive waves of optimism 
and pessimism. The fear is: a too stringent a monetary policy may 
so much depress the ‘animal spirits’ as to result in a severe trade 
recession. Thus the authorities themselves have been distrustful of 
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their own policies. To this distrust, unpredictability and dangerous 
instability of the U.S. economy has also been a contributory cause— 
because most of the countries, having close trading relations with the 
U.S.A. cannot escape feeling the effects of a recession in the U.S.A. 
That there is substantial truth in the above assertion will be obvious 
from the British experience. The inflationary pressures were weaken- 
ing by 1952-53 when the U.S. recession of 1953-54 appeared on the 
scene and the authorities reacted by withdrawing disinflationary 
measures ; rate reduction in March, 1958 also seems to have been partly 
motivated by a desire to neutralise any adverse effect on business ex- 
pectations caused by the U.S. recession. 


6.40 That the acceptance of full employment has materially altered 
the ‘ climate of enterprise ’ will be obvious, if we look at the way mone- 
tary control works. Briefly, to check expansion, monetary policy works 
by controlling the cost and availability of credit; dearer and scarce 
credit is expected to cut spending. The chosen mechanism is to raise 
the bank rate and use restrictive open market operations to make the 
bank rate effective. This pushing up of interest rates can have two 
effects on business decisions: 


(i) it creates adverse psychological expectations; the businessmen 
take the raising of bank rate to be a signal of alarm and so post- 
pone their investment plans till the sky is clear. 


(ii) the higher rate raise the cost of investment and since a raising 
of bank rate is a crisis measure, firms expect the storm to pass 
off and they may decide to wait for the restoration of cheap 
money conditions in implementing their investment plans. 


6.41 On the supply side of credit, the banks are supposed to 
become increasingly reluctant to make advances, for there is the fear 
of increasing bankruptcies. Besides, their capacity to lend is also 
thought to become limited—firstly, because with a rise in the bank 
rate, less commercial bills are made available to the London market 
and secondly, the banks cannot add to their advances by selling their 
non-liquid assets because of capital losses involved in selling on a 
falling market, Thus the forces of demand and supply of credit combine 
to produce a restrictive monetary situation. This is how in theory the 
monetary control is supposed to work and it worked with tolerable 
efficiency till 1914. 


6.42 Now come to a world of full employment and we find how 
the deterrent influence of monetary policy cannot be made effective. 
As to the adverse psychological implications of a rise in the bank rate, 
they were pretty important in the pre-1914 days—for the government 
was not weeded to policy of full employment, and to bring about a 
desired adjustment in the balance of payments, the government was 
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ready to go as far as was necessary. All other things had to give 
way to the supreme task of maintaining a fixed gold parity. The 
very expectation on the part of businessmen that the government meant 
business, usually removed the necessity for restrictive policies going 
too far. But today, the business firms know that full employment is 
the accepted aim of public policy and that the anti-inflationary policy 
cannot go far, for fear of creating unnecessary unemployment. This 
very fact explains why business expectations are not severely affected 
by a rise in the bank rate. 


6.43 As to the interest elasticity of the rate of investment, many 
circumstances conspire to make it extremely low. Investment in the 
Keynesian sense includes both fixed investment as well as additions 
to the stocks of finished and semi finished goods. Stock holdings are 
more likely to be influenced by the expected behaviour of prices rather 
than minor changes in interest rate. In any case, it is not obvious 
tliat a temporary expedient of meeting an inflationary situation and a 
balance of payments disequilibrium by running down the level of 
stocks is always to be encouraged. If the stocks are essential for 
production and exports, they are, more or less, at par with gold and 
dollar reserves—for this method of mitigating this year’s pressures will 
intensify the pressure next year. For example, the level of stocks was 
very much run down in 1950 and the attempt to bring them to more 
normal level in 1951 precipitated a balance of payments crisis ; simi- 
larly the low level of stocks in 1954 added to the inflationary burdens 
of 1955. Of course, if the trend of foreign prices is going to be in a 
downward direction, it is good to reduce the level of stocks this year 
and replenish them at a lower cost next year, but in that case the 
businessmen, themselves, would do the same thing even in the absence 
of monetary stringency (the situation will, however, worsen if the 
stocks have to be replenished next year at higher prices). 


6.44 As for fixed investment, both theoretical and empirical 
studies cast doubts on the interest elasticity of the rate of investment.*’ 
Due to the uncertainty that surrounds expectations businessmen tent 
to act very “bearishly” in their investment decisions. They require 
that a capital assets must pay for itself in one to five years, although 
they know that the useful life of an asset is likely to be much longer 
than five years. If investment decisions are guided by discounting 
future returns over a very short horizon of less than five years, then 
interest calculations are not given a chance to be important. Of 
course, in certain sectors of the economy, the horizon is long and 
interest charges are important—such as in public utilities and tran- 
sportation, but major public utilities have been nationalised in Britain. 
Their investment decisions can more directly be influenced by the 
government and they do not require the rate of interest to discipline 


17 Lawrence Klein, ‘ The Keynesian Revolution.’ p. 63-65. 
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them. Indeed, the withdrawal of the important public utilities from 
private sector is another factor making for ineffectiveness of monetary 
policy. In the old days, the very fact that the public utilities were 
particularly sensitive to changes in the rate of interest (in planning 
their investment decisions) created a situation whgreby a given degree 
of restraint could be brought about by a less severe monetary policy 
than is possible today. The major public utilities having been 
nationalised, the rest of the industries in the private sector are not that 
much sensitive to changes in the rate of interest. The result is that 
to bring about a given degree of restraint, monetary policy has to be 
more violent than before, or in other words a given degree of mone- 
tary stringency produces less effective results than before. A second 
factor making the rate of interest to be a blunt weapon of economic 
policy has been the growth of monopoly and the attendent fact of the 
increased rate of internal financing (out of undistributed profits and 
depreciation reserves) of investment expenditure. Of course, a rational 
entrepreneur should charge himself a notional rate of interest equal 
to the prevailing market rate of interest. In actual life, however, such 
nice calculations are not to be found. Oligopoly today is the typical 
pattern in the more dynamic sectors of a capitalist economy. An oli- 
gopolist with an eye on the planning of oligopoly strategy may go 
ahead with his investment plans even in face of a rise in the rate of 
interest.'* Moreover, the deterrent effect of a rise in interest rate is 
also sought to be reduced by a steep growth of the progressive taxation. 


6.45 In the pre-1914 days, both the elasticities of demand and 
supply of credit were such as to add to the effectiveness of monetary 
policy. On the supply side, with a rise in the bank rate, other money 
market rates in London rose in sympathy and this would result in a 
smaller supply of commercial bills. The commercial bills were not only 
the most important sources of international trade finance, but they also 
were the most important of the liquid assets at the disposal of the 
banks. With a rise in the interest rates, the supply of bills fell and 
this affected adversely. the ability of banks to expand credit. In those 
days, the process seemed almost automatic. Moreover, the govern- 
mental philosophy in those days was of small and balanced budgets 
and the public debt had not assumed its present proportions. In 
modern times, the commercial bill has lost its old importance as a 
source of financing international trade and in the vaults of the banks 
it has been replaced by the treasury bill as the most important liquid 
assets. The supply of treasury bills has greatly increased as a result 
of a tremendous expansion in the ‘ floating debt’ since the two wars. 
As against the commercial bills, the supply of treasury bills is not 
directly sensitive to interest changes but depends on the state of gov- 
ernment finances. One result of this increase in the magnitude of 
floating debt is that the system does not work in quasi-automatic 


18 K. W. Roths child “* Price Theory and Oligopoly ”’, Economic Journal, 1947. 
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manner, for an increase in the rate of interest does not diminish auto- 
matically the supply of treasury bills at the disposal of banks and 
if the liquid assets do not fall the credit potential of the banks is 
not reduced. Indeed, the banks may find themselves in a situation 
where they have alsg the incentive to expand credit. They can use 
a rise in the bank rate as a plea to push up their interest charges, and 
if it is true that within tolerable limits, the interest elasticity of demand 
for credit is likely to be very small,’* the end result may be an ex- 
pansion in the volume of credit made possible by an abundant supply 
of liquid assets, thereby increasing the profits of the banks. Some- 
thing of this sort has been happening in the post-war years and it has 
been possible to keep this tendency within check only by direct 
“requests” to the banks. That the growth in the volume of the float- 
ing debt has impaired the efficiency of monetary policy in dealing with 
an inflationary situation is widely admitted and various methods like 
the prescription of variable liquidity ratios and a funding operation 
have been advocated to mop up the excess liquidity of the banking 
system.*° 


6.46 But even if the excess liquidity of the banks can be effectively 
eliminated, once we assume the maintenance of full employment and 
interest inelasticity of investment within tolerable limits, dearer money 
may yet not mean scarce money. First, there is the increased dependence 
on self financing on the part of the business firms. Second, in a situa- 
tion where the company sector is a net lender to the rest of the eco- 
nomy, the lack of availability of bank finance may be made good by 
an expansion of trade credits. And in the post-war years, trade credit 
has expanded at a far more rapid rate than bank advances, it is 
said to have been doubled in the eight years—1948 to 1956. In the 
1700 accounts of the public companies tabulated by the Economist for 
1956, total debts outstanding amounted to nearly five times as much 
as bank over drafts and loans—£2,073 million as against £428 million.” 
Still more, even if the authorities succeed by a funding operation to 
reduce the excess liquidity of the banks, the business firms by creat- 
ing bills of exchange, may supply the banks with the additional liquid 
assets necessary to expand credit. This way, they may succeed in 
frustrating the intentions of the monetary authorities. The real 
dilemma is that in a modern economy it is extremely difficult to pin 
down what exactly constitutes the quantity of money. Here I find 


1® Leaving aside the giant oligopolies, even the small and medium firms also 
do not seem to respond to the changes in the rate of interest. Out of 860 firms, for 
which a study was conducted recently by the Oxford Institute of Statistics, less than 
5 per cent seem to have modified their investment decisions primarily as a result of 
the increased burden of the higher rates of interest. See an article by H. F. Lydall, 
“* The Credit Squeeze on Small and Medium firms, ” Economic Journal, September, 
1957. 


2° C, W. King, ‘ Should Liquidity Rationale prescribed’ The Banker, April, 1956. 


21 H. B. Rosa, ‘Monetary Policy and the Capital Market 1955-56’. The Economic 
Journal, September, 1957. 
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support from an expected quarter. In a recent contribution, Pro- 
fessor R. S. Sayers expresses, though in a different context, the same 
view-point when he says, “ The money quality of assets is something 
imposed by the business habits of the people it is attached in varying 
degrees to various assets ; and the attachment can be and is varied over 
time in a completely unpredictable manner. To label something as 
money, the supply of which is to behave according to rules laid down 
by legal authority is to build on shifting sand.”** 


6.47 Of course, we can shake off excess demand by an abrupt 
and large-scale increase in interest rates—that at same interest rate 
the elasticity of demand is likely to be favourable is not denied, But 
such an increase in interest rate is not within the realm ‘of practical 
politics for it carries with it the danger of. landing the economy in 
the midst of a severe depression—an eventuality which no govern- 
ment in Britain can afford to welcome. In strict theory, once the 
danger of inflation appears on the scene, it may be possible to reverse 
the operation of the monetary engine. But in a private enterprise 
economy, the ‘animal spirits’ of businessmen may not respond ratio- 
nally and quickly and the depressive forces may gather a cumulative 
momentum. Indeed, this has been one of the major arguments of 
the antimonetary policy school against its active use. The argument 
proceeds like this: high investment is a prime necessity for Britain 
both to raise living standard as well as to compete effectively in the 
export markets. If this is agreed, then allow the businessmen to invest 
as much as they can when they are in a mood to do so. And if this 
results in generating inflationary pressure, check it by curbing con- 
sumption rather than investment. (Monetary policy tries to control 
inflation primarily by checking the growth of investment and this is 
bad—for whereas a stimulus to investment at the cost of present con- 
sumption carries with it the potentiality of a cumulative rise in the 
standard of living at a future date, a cut in investment means boosting 
up present consumption standards in future). Because later on, 
businessmen may not feel sufficiently enthusiastic even though there 
exists a considerable slack in the system. And it is often found that 
the government in such situations seek to lift the economy merely 
by boosting up consumption and amenity investment rather than pro- 
ductive investment.?* Further, if there is any truth in the stagnationist 
view-point that the normal, peacetime trend of capitalist economies is 
more towards deflation rather than inflation, it follows that smooth 
and continued economic progress in a capitalist economy requires a 
low enough rate of interest. A flexible monetary policy has serious 
draw back from this point of view—because a variable interest rate 
policy raises the expectations of the people regarding the normal level 


22 R. S. Sayers ; Central Banking after Bagehot, p. 8. 
23 United Nations : Economic Survey of Europe in 1955, Chapter 4. 
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of the rate of interest. This very fact may make it difficult for the 
monetary authorities to lower the rate of interest sufficiently to meet 
a depression siatuation. 


6.48 It will thus be obvious from the analysis given above that 
monetary policy can no longer work in a quick, smooth and effective 
manner in dealing with an inflationary situation. We have analysed 
the factors which tend to make flexible interest rates as obsolete 
weapons of economic policy and this seems to be confirmed by the 
facts of historical experience analysed in the first part of this article. 
And if monetary policy has played some, though secondary, role in 
controlling inflation the credit must be given to its unorthodox wing 
i.e. the directive credit squeeze which takes the form of ‘ requests * to 
the banks to exercise restraint in expanding the volume of credit. Even 
for its modest success, it has to depend more on the exhortations and 
directives to the banks than the ‘delicate and impersonal’ forces of 
the market mechanism. It depends for its success on the co-operation 
of the banks for it is left to them to ration out credit in accordance 
with the requirements of the ‘national interest.’ In a way, financial 
monopolies like the Joint Stock Banks have some sort of veto power 
over investment decisions. A cynic is bound to ask: “in what sense 
is a screening of investment projects by financial monopolies a better 
method of control than the one exercised by the bureucrats sitting for 
example on the Capital Issues Committee? To what extent is one 
more consistent than the other with the ideals of a ‘ free’ society?” 


Chandigarh MANMOHAN SINGH 


ON “IMPROVIDENT MATERNITY ”* 


1. Introduction 


In his Report’ on the Population Census of India, 1951, Mr. R. 
A. Gopalswami, the then Census Commissioner, viewed the future 
growth of population in India with considerable apprehensions against 
the backdrop of the future level of agricultural production. An un- 
checked growth of population, he explained, would outrun the growth 
in agricultural production around 1969. In order to keep the size 
and growth of population within manageable limits in relation to agri- 
cultural production, he suggested that vital rates should be so reduced 
as to reach a stationary or substantially stationary population around 
1969. And to reach this goal, he recommended the elimination of 
“improvident maternity ” or a substantial reduction of it before 1969. 
Improvident maternity, as he defined it, is a child-birth occurring to 
a mother who has already given birth to three or more children of 
whom at least one is alive. This is the basic theme of the Report 
and a provocation for this paper. This paper attempts to examine 
his recommendation in quantitative terms and, further, in terms of its 
practicability. But before we proceed to an examination, it is essen- 
tial to state his case fully. 


2. Mr. Gopalswami’s Case 


At the outset, Mr. Gopalswami proceeds to find out what the 
future growth and size of the population would be like. Having esti- 
mated this, he then tries to make an assessment of the present and 
future levels of agricultural production to find out whether there would 
be enough food to feed the increasing population. The answer to his 
second question being in the negative, he concludes that the future 
growth in population must be controlled and reduced in order to 
strike a balance between population growth and food supply. 


The projections of population are rough and crude. Viewing the 
inadequacy of data in India, particularly in comparison with the data 
available in the United Kingdom, “ our attempt to peer into the future 
must, therefore, be limited to a relatively short time; and our con- 
clusions must be based on methods of deduction of a much less 


* This paper was undertaken while I was at the Office of Population Research, 
Princeton, N. J., U.S.A. during 1956-57. I wish to express my deepest gratitude 
to Prof. F. W. Notestein for his generous and critical assistance I received through- 
out the preparation of this paper. I am equally grateful to Prof. A. J. Coale for 
permitting me to use the material he had prepared for his book on India. The 
entire responsibility for this paper is, of course, mine. 


1 Census of India, 1951, Volume 1. Part 1-A-Report. 


2 
. 
ag 


176 THE INDIAN ECONOMIC JOURNAL 


rigorous nature.” This is exactly the nature of projections. In the 
Report, three population projections are made with three different 
sets of assumptions. 


The first population projection uses the past decennial rate of 
growth to project population. Two assumptions are made here. The 
first assumption is that the mean decennial rate of growth of popuia- 
tion during each of the three decades 1951-60, 1961-70 and 1971-80 
will be the same as that of the average of the three decades 1921-50. 
The second assumption is that the mean decennial rate of growth dur- 
ing the three decades 1951-80 will be the same as that of the decade 
1941-50 when the growth rate was highest, viz. 13.1. The first assump- 
tion gives a minimal estimate of future population while the second 
gives a maximum estimate. The results are shown in the following 
table. 


TaBLe I 
Population Projection I° 
(In Millions) 


Year Assumption I Assumption II 
(Lower limit) (Upper limit) 

1951 861-3 361-3 

1961 407-7 411-9 

1971 468-5 469-7 

1981 527-6 535-5 


The second forecast is a little more elaborate, but the final results 
are again derived by deduction. First, a forecast is made for three 
States, viz. Madhya Pradesh, Madras and Uttar Pradesh.* Future 
population of these States is given in three age groups of “ under 15,” 
“15-54,” and “54 and over” and separately for both sexes. The 
forecast is based on the following assumptions: ° 


(a) “Apart from the disappearance of child marriages, there will 
be no material change in marital or conjugal habits ; married women 
of the same number and the same age will be giving birth to appro- 
ximately the same number of children during each of the thirty years 
1951-80 as on an average of the thirty years 1921-50. 


(b) The mortality rates in every age-group will be approximately 
the same during each of the next thirty years 1951-80 as on an aver- 
age of the thirty years 1921-50.” 


* The Report : page 179. 

* The Report : page 179, Table 2. 

* These States as they existed prior to linguistic reorganisation. 
5 The Report : page 179. 
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There are three steps in the method of computation. First is the 
calculation of average “ population surviving rate.” Secondly, in cal- 
culating the numbers under age 5 and between 5-9, it is assumed that 
these numbers are directly correlated to the mean of the numbers of 
women in the age group 15-44 at two successive censuses. The multi- 
plying factors, which when applied to the latter yield the former, are 
then worked out for each of the three decades 1921-50. An average is 
then struck for the three decades and called “new population rates.” 
Finally, by using “ population surviving rates” and “new population 
rates,” figures for 1961, 1971 and 1981 are obtained.® 


This method, it is observed, could not be applied to the whole 
country because of the difficulty in reconstructing age/sex details with 
reference to the territorial changes. The forecast for India, was, 
therefore, deduced from the forecast for these States. The reasoning 
underlying this deduction is the assumption that the growth of popu- 
lation in India during 1951-80 will bear the same proportion to its 
growth during 1921-50 as the experience of the three States indicates. 
These three States, which recorded an increase in population of 38.4 
millions during 1921-50, will add 54.0 millions to their population 
during 1951-80. The growth of population in India during 1921-50 
was of the order of 109.9 millions and on the basis of the preceding 
assumption the increase during 1951-80 should be 154.4 millions. The 
figures for 1961 and 1971 are arrived at by like reasoning. The popu- 
lation figures for India, thus obtained, are given below: 


Taste II 


Population Projection II’ 


(In millions) 


Year Population 
1951 861-3 
1961 407-8 
1971 452-7 
1981 515-7 


Before the third and final forecast is made, the validity of the 
assumptions about fertility and mortality made in the second forecast 
is examined by the author and only the assumption of mortality is 
modified. It is expected that mortality may decline in future years but 
no involuntary change is anticipated in fertility. The population will 


* For details see page 180 of the Report. 
7 The Report : p. 181, Table 4 
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hence grow faster than assumed in the preceding forecasts. The re- 
sults of the final forecast are given in the following table: 


Tas_e III 
Population Projection III® 


(In_ millions) 
Population 


1981 


This is, however, considered as an understatement of the future 
growth of population. 


The next question raised by the author is: whether agricultural 
production will keep pace with the envisaged growth of population ? 
Mr. Gopalswami actually makes a distinction between “ productivity ” 
and “production” and uses the term “ productivity ” throughout his 
analysis. “Productivity” as he defines, is “average level of pro- 
duction—above and below which the production of particular year 
fluctuates in response to seasonal conditions.”® He arrives at a single 
yardstick for the measurement of “ productivity” by the use of the 
following two assumptions. 


“(i) all foodgrains (when they are clean, dry, dehusked and fit 
for human consumption) may be regarded as equivalent to one another, 
mound for mound, and added up on that basis. 


(ii) the productivity of any plot of agricultural land is the weight 
of the average annual yield (less seed) of foodgrains actually grown on 
such land; provided that where a crop other than a foodgrain is 
grown, it is assumed that the foodgrains normally grown on such land 
or similar land in the vicinity had been grown instead.”*° 


His estimate of the average yield of foodgrains cultivated in India 
(as an average of five years preceding 1951) is 55.6 millions of tons. 
The gross area sown to foodgrains, then, was 78 per cent of the gross 
area sown to all crops. So his estimate of “ productivity” around 
1951 is 70 millions of tons." 


It is obvious that the term “productivity” has been incorrectly 
interpreted by Mr. Gopalswami. Productivity truly could mean only 


* Ibid: p. 190, Table 10. 
® Ibid: p. 192. 

1° Ibid : p. 193. 

N ie. 55-6 x 100 + 78. 


Year 
1951 360 
1961 410 
1971 460 
| 520 
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production per acre or per person. What Mr. Gopalswami has in mind 
is the total production of foodgrains or their “average level of pro- 
duction.” Production expressed either as for a particular year or in 
terms of an average level over a period cannot be construed to mean 
as productivity. Therefore, in the following pages, we have substituted 
the word production for his term “ productivity” and the magnitudes, 
wherever mentioned, refer to the production of foodgrains. 


Taking into account the estimated imports of foodgrains of the 
order of 3.4 million tons in 1951, Mr. Gopalswami finally assumes that 
75 million tons of foodgrains were needed to feed a population of 
360 millions in 1951.‘ On the basis of this relationship between agri- 
cultural production and population, the required development in the 
agricultural production is estimated as follows: — 


TaBLE IV 
Estimate of needed increase in Agricultural production™ 
Production Additional increase 


(In millions of tons) required over 1951 level 
(In millions of tons) 


15 
26 
38 


1981 


His examination of the future possibilities of improvement in agri- 
cultural production yields the following results.** 


TABLE V 


Estimate of possible increase in Agricultural production 


Increase in production from Amount of increase 
(In millions of tons) 


Major an minor irrigation cee 8 
2. Increased crop-acreage ... ose 4 


3. Concentrated use of mineral 
fertilisers, improved seeds, im- 
proved cultural methods on land 


having assured supply of water... 4 
4. Same as above but without the 

use of mineral fertilisers eee 4 
5. Better cultivation of unirrigated 

land having low rainfall ose + 


Total increase 


12 The Report: p. 193. 
18 Ibid: p. 194, Table II. 

14 For details see The Report : Chapter V, section B. 

15 Based on the data in Chapter V, section B of the Report. 


| 
1951 70 : 
1961 85 a 

1971 96 

108 

: 
a 

= 
i 
24 


180 THE INDIAN ECONOMIC JOURNAL 


When this possible increase is compared with the needed increase 
in agricultural production (Table IV), it is concluded that the growth 
in population will outpace the growth in agricultural production a little 
before 1971. To be precise this will happen in 1969 and the then level 
of agricultural production will support a population of 450 millions. 


Since the maximum agricultural production will have been obtained 
around 1969, it is essential to check the growth of population. The 
target is, therefore, “so to limit the number of births that they do not 
materially exceed the number of deaths and thus achieve a substantially 
stationary population before our number exceeds 450 millions”.'* This 


is to be achieved or could be achieved by eliminating the incidence 
of improvident maternity. 


The calculation of the incidence of improvident maternity in India 
is based on the results of the study. “The Experimental Census of 
Births and Deaths”.'’ Again by method of deduction it is claimed that 
out of 40 births per 1,000 people per year in India, 17 births are of 
the fourth or higher order. The incidence of improvident maternity, 
as defined before, is, therefore, 40 per cent. In respect of death rate, 
it is argued that out of 27 deaths (death rate), 11 deaths occur among 


children under 5 years and out of these 11 deaths, 7 deaths occur 
among infants.** 


On the basis of these figures it is, therefore, argued that if im- 
provident maternity is completely eliminated, then the birth rate should 
decline from 40 to 23. As a result of this reduction in birth rate, 11 
deaths occurring among children under age 5 should decline to 6."° 
So the death rate will be 22 and the growth rate will be just 1 per 
cent per decade. Short of complete elimination of improvident mater- 
nity, if its incidence is reduced to 5 per cent, then the birth rate and 
the death rate would be 25 and 23 respectively giving a growth rate 
of 2 per cent per decade.” This “relatively simple calculation shows 
that if we can put an end to improvident maternity, or at any rate 
reduce its incidence drastically, the excess of births over death will be 
reduced to negligible numbers and a substantially stationary population 
achieved.”** So the target fixed is to reduce the present incidence 


1% The Report : page 216. 


17 For details see page 87 of the Report. This study includes 27 districts of 
South India, 7 districts of West India, 22 districts of Central India, and 50 districts 
of North-West India. 


18 The Report : page 217. 
18 Mr. Gopalswami does not explain how a reduction in birth rate can cut death 


rate. Presumably these are some second order effects. Apparently this means 
that he expects a decline only in age-specific mortality rates for ages under 5. 


2° The Report : page 217, paragraph 55. 
Ibid: page 217. 
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of improvident maternity from “over 40 per cent to under 5 per cent 
within 15 years.”** This cut in fertility is contemplated to be achieved 
by a widespread use of contraceptives. It may be noted here that out 
of these 15 years beginning from 1956, about 5 years will be required 


to create the necessary organisation both for research and implemen- 
tation.”* 


3. An Examination of the Case 


It is obvious from the preceding statement of the case that two 
basic questions were raised and answered. What will be the future 
population ? and What will be the future state of food supply ? It is 
not proposed to go into the latter question here. No attempt is made 
here to prove or disprove his estimates of future levels of agricultural 
production ; but in order to preserve all the essentials of his case, we 
will bear in mind his own estimates of agricultural production. The 
main purpose of this paper is to examine statistically the following 
demographic propositions: 


(a) That if improvident maternity is eliminated, the population 
will be 460 millions in 1971, 


(b) The birth rate will be 23 and death rate 22, and 


(c) That this population will be stationary or substantially sta- 
tionary in 1971. 


Let us assume here, deferring for a moment an examination of its 
practicability, that the programme for eliminating improvident maternity 
will be carried through and will result in the expected reduction of 
fertility. Before we project the population on the preceding assump- 
tion a word may, however, be said about the nature and accuracy of 
his forecasts at this stage. Both the forecasts (Table I and II) are 
simple and rough. The only difference between the two (and this 
is pointed out by the author) is that while the first is purely aggre- 
gative in terms, the second takes into account age/sex considerations 
to a limited extent. Estimates for India are based on a method of 
deduction. We do not know whether the age distribution of the 
population was the same in both cases. This argument is certainly 
basic to the calculation of “ New Population Rates.” We do not 
know of its similarity, if any, regarding birth and death rates, pro- 
portions marrying, and age-specific fertility rates in the two popula- 


22 Ibid : page 218. 
23 Ibid: page 219 ff. 
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tions. The birth rates and death rates for these States and for India 
were as follows: 


Birth Rate Death Rate 


Madras State(a) 35-7 
Uttar Pradesh State(a) 38-6 
Madhya Pradesh State(a) 46-1 
India(b) 40-0 


(a) Census of India, 1951, Vol. I Part IB. Table I (Appendix) pp. 136-187. 
(b) The Report, op.cit., p. 80. 


There is, however, something positive to say about the final fore- 
cast (Table III). In one of their estimates of future population in 
India, Messrs. Coale and Hoover** have given a projection on the 
assumption of unchanged fertility. Mr. Gopalswami’s final forecast 
and Messrs. Coale and Hoover’s projection are therefore identical in 
their assumption regarding fertility. The results of these two fore- 
casts may be compared. 


TaBLE VI 


Population Projection 
(with unchanged fertility) (In millions) 


Year Messrs. Coale and Hoover’s The Census Forecast 


Estimate (a) 
1951(b) 357 360 
1961 424 410 
1971 532 460 
1981 682 520 


(a) Op.cit. : Chapter IV, Table III, p. 35. 
(b) The difference in the two figures for 1951 is due to the fact that The Census 
estimate includes population for Jammu and Kashmir while the first one does not. 


Messrs. Coale and Hoover, however, put the birth rate and death 
rate in 1951 at 43.2 and 31 respectively as against the Census estimate 
of 40 and 27 respectively. The natural increase is, however, nearly 
equal in both the cases. With unchanged fertility, Messrs. Coale and 
Hoover anticipate a decline in death rate from 31 in 1951 to 14.6 in 
1981.2° We do not know of the precise extent of decline in mortality 
assumed in the Census forecast. However, two important conclusions 
emerge from this comparison. First is that the Census projection is 
likely to prove to be an understatemént of the future growth of the 
population.** And if this is granted, then in view of Mr. Gopalswami’s 


*4 Prof. A.J. Coale and Mr. E. M. Hoover : “‘ Population Growth and Economic 
Development in Low-income Countries,” Princeton University Press, 1958 ; Prince- 
ton N. J. 


% Op.cit : Chapter IV, Table VI, p. 38. 

%* The implicit preference for Messrs. Coale and Hoover's projection is based 
on the fact that their computations unlike those in the Census are more systematic. 
A series of life-tables were constructed from the trends based on the recent experience 
of other underdeveloped areas. For details see Coale and Hoover : op.cit., Appendix A. 


4 
22-8 
27-2 
38-5 
27-0 
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estimates of future levels of agricultural production, the growth of 
population should outrun the growth of agricultural production not 
around 1969 but around 1964. If this position is accepted and if 
still a substantially stationary population is to be achieved by 1964, 
then the definition of “improvident maternity” will have to be recast 
because a larger reduction in fertility will then be required. 


3.1. Population Projection 


In projecting population, our assumption regarding fertility is that 
it remains unchanged till 1961 and from that date onwards fourth and 
higher order births will be eliminated. Constant fertility is assumed 
until 1961 because five years since 1956 are supposed to be required 
for organisation and research.*’ There are two problems involved in 
this. First, we have to select an age-specific fertility schedule which 
will be representative of the entire population of India, i.e. one which 
if applied to the population of India will give a birth rate around 40. 
Secondly, we have to adjust it in such a way so as. to exclude fourth 
and higher order births from it. 


We found that the age-specific fertility rates in the State of Uttar 
Pradesh, when applied to the population of India in 1951, yield a 
birth rate around 40. We, therefore, accepted this pattern of age- 
specific fertility rates as representative for India as a whole. For Uttar 
Pradesh we also have marital age-specific fertility rates according to 
birth orders. From the marital age-specific fertility rates fourth and 
higher orders of births are excluded and this adjusted fertility schedule 
is expressed in terms of general age-specific fertility rates on the basis 
of the proportional relationship between the marital fertility schedule 
and the general fertility schedule. The precise calculations are shown 
in the following table: 


VII 
Adjustment of Uttar Pradesh Fertility Schedule 


General Marital Ratio (3) exclud- (2) Adjusted Ratio of 
Schedule* Schedule*® (2) : (3) ing 4th and (5) x (4) (6) to (2) 
higher order 


(2) (3) (4) 


112°5 146-1 +7700 
230-1 238-8 -9636 
242-2 253-5 +9554 
210-1 226-5 -9276 
167-8 190-1 -8827 

74-8 97-1 “7703 


1037-5 


completed size of family : 2-682 


27 The Report, op.cit., p. 219 ff. 

28 Census of India, Paper No. 1, 1955—Sample Census of Births and Deaths— 
1953-1954, Uttar Pradesh, p. 40, Table 35. 

29 Ibid., p. 42, Table 38. 


a 

4 

; 

Age & 

births a 

(1) (5) (6) (7) 

15-19 143-4 110-42 -9815 = 

20-24 209-8 202-16 - 8786 

25-29 182-1 126-21 -5211 = 

30-34 60-9 56-49 -2689 a 

35-39 32-0 28-25 -1684 

40-44 16-6 12-79 -1710 

536-4 a 

a 
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It can be argued from the fertility rates in column 6 that if 1000 
females were to pass through life undepleted by death and bear 
children in each age group as indicated in column 6, then at the end 
of the reproduction period, they would have 2.682 children each. This 
should be logically so because if the maximum is three children per 
female then the average for the entire cohort of 1000 females must 
be less than three. This argument reassures us of the correctness of 
the adjustment we have made in respect of the original general ferti- 
lity schedules of Uttar Pradesh (column 2) and justifies the use of 
the adjusted fertility schedule (column 6) in our projections. In 
respect of fertility, therefore, while adhering strictly to Mr. Gopal- 


swami’s assumption, we have only tried to express it in statistical 
terms. 


Mr. Gopalswami assumes a decline in mortality in future but does 
not specify its extent. His estimate of the death rate of 22 around 
1969 is reached through arguments based on the proposed reduction 
in fertility. An independent estimate of future mortality is, therefore, 
necessary. The results of Coale and Hoover’s study on this subject*° 
are used in this paper. The Census estimate of infant mortality is 
183. Coale and Hoover place this at 225.°' These authors have 
constructed two sets of life tables with assumptions of infant morta- 
lity in 1951 of 200 and 250 respectively.*? In this paper, only one 
assumption is made with respect to infant mortality. It is assumed 
to be 200 in 1951 and so we have used throughout Messrs. Coale and 
Hoover’s series of life tables constructed with the preceding assump- 
tion of infant mortality. These life tables are centered at years 1953.5, 
1958.5, 1963.5, and 1968.5. This helps us to project population up to 
1971. The decline in mortality is expected to be arrested by 1971.” 
Beyond 1971 we have used the values in the life table for 1968.5. 
For the years 1951, 1956 and 1961, the population figures from the 
projections by Coale and Hoover are reproduced. This assures con- 
sistency in forecast in view of our use of their life tables. The pro-- 
jections of the future population are, thus, based on the U.P. age- 
specific fertility schedule and on the assumption of infant mortality 
of 200 in 1951. All the results are given in the Appendix. 


The population projections from Uttar Pradesh fertility schedule 
are presented in table I (Appendix). In table II (Appendix) the vital 
rates in the future years are shown. The projections in table I (Ap- 
pendix) are depicted in chart I (Appendix). 


8° For detailed analysis and estimate of future levels of mortality in India see 
Coale and Hoover, op.cit., Part 2, Chapter VI, 


31 For reason see Coale and Hoover, op.cit., Chapter V, p. 45 ff. 
32 For abridged life tables see ibid, : Appendix A, p. 350. 
33 Ibid., Chapter VI, p. 69. 
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3.2. Conclusion 


We started out to examine certain propositions. We know now 
the probable size of population and vital rates in 1971 if improvident 
maternity is eliminated after 1961. Our results for the year 1971 
may now be compared with the situation in 1951 and with Mr. Gopal- 
swami’s forecast for 1971. 


TaBLeE VIII 
Comparison of Population Size and Vital Rates in 1971 and 1951 
1951 1971 
(Census “ 


estimate) Mr. Gopalswami’s Uttar Pradesh 
Estimate Schedule (Adjusted) 


1. Size of Population 
(In Millions) ... nee 857 457 


2. Birth Rate... 23-82 


40 
3. Death Rate eee 27 14°43 
13 


4. Natural Increase ... 9-39 

If the fertility is reduced to the extent suggested by Mr. Gopal- 
swami, the size of population is likely to be around or below 460 mil- 
lions in 1971. Our estimate of the birth rate in 1971 comes fairly 
close to Mr. Gopalswami’s estimate. But our estimates of death rates 
diverge widely from his estimate of death rate. As a consequence of 
this, the natural increase in 1971 will be substantially larger. This 
expected decline in mortality will keep the natural rate of increase of 


the population at a higher level in spite of the significant reduction 
in the birth rate. 


There are two distinct inverse movements noticeable in the course 
of vital rates before and after 1981 (see table II, Appendix). Between 
1966 and 1981, the birth rate is gradually rising while the death rate 
is falling. After 1981, while the birth rate is slowly declining, the 
death rate is gradually rising. It is only the latter movement which 
is reducing the rate of natural increase. The population, therefore, is 
not likely to be stationary in 1971. As far as this model goes, it would 
not be stationary even in 1996. 


This inability to hit the target of a stationary population can be 
explained in terms of the changes in the age distributions. Age distri- 
butions for some of the years are shown in chart 2. The high levels 
of fertility and mortality in the past produced an age distribution in 
1951 which had 39 per cent of the population in the age group 0-14. 
The course of unchanged fertility and declining mortality between 
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1951 and 1961 altered very little the age distribution in 1961 as is 
obvious from the following comparison. 


Age group 1951 1961 
0-14 38-6 
15-64 58-6 
65 and over 2-8 


57°5 
8-2 


100-0 100-0 
Until 1961, these age distributions gave rise to increasingly larger 
batches of births. It is only in 1966 that we have the first smallest 
cohort of births. But again till 1981, the population in the age group 
0-4 is continuously rising. Chart 2 clearly explains the reasons for 
this. In 1966, the cut in fertility had affected only the age group 
0-4, while in all other age groups the population was proportionately 
larger than in the corresponding age groups in 1951. By 1981, the 
reduced fertility had permeated itself only through the first four age 
groups, leaving the population in all other age groups substantially 
larger than in the corresponding age groups of the earlier years. It 
is only in 1981 that the smallest birth cohort of 1966 has entered the 
reproductive age group. In all other age groups of the reproductive 
period, in 1981, we still have the survivors of the large batches of 
births which occurred in and before 1961. With declining mortality, 
more have survived from the earlier larger birth cohorts and the popu- 
lation in the reproductive age group is seen to be continuously rising. 
The tendency of the birth rate to increase from 1966 to 1981 is 
explained by the fact that increasing numbers passing through the re- 
productive period have given rise to increasing numbers of total births. 
The expected effect of a cut in fertility on the birth rate is, thus, some- 
what offset by the increasing population in the reproductive age group. 
The decline in the birth rate from 1981 onwards can be attributed to 
the gradual entrance in the reproductive period of persons who were 
born in and after 1966; the year in which the level of fertility was cut. 
The death rate is rising after 1981 because the population is getting 
older. These two factors in conjunction will tend to reduce the natural 
rate of increase. Will the rate of natural increase be reduced to zero 
eventually ? This brings us to another question. 


We have seen why the population is not likely to be stationary in 
1971 or even until 1996. There is another useful question which 
might be asked. What vital rates will prevail eventually if the ferti- 
lity and mortality schedules of 1981 continue to be in operation inde- 
finitely? In other words, we are making two assumptions. First, 
that the decline in mortality will be permanently arrested in 1981 and 
thereafter it will remain constant. Secondly, we are assuming that 
once the fourth and higher order births are eliminated in 1966, no 
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further reduction in fertility will be made and this fertility schedule 
will continue to be in operation. ; 

The choice of the year 1981, instead of 1971, is dictated by two 
reasons. First, 198] is the last year for which Messrs. Coale and 
Hoover have constructed a life table. The gx values in the life tables 
of 1971 and 1981 are identical for all ages except in respect of infant 
mortality. The infant mortality is supposed to decline from 162 in 
1971 to 127 in 1987. Thus, by reason of assumption, we have the last 
likely improvement in mortality. Secondly, it is since 1981 that the 
birth rate, after having reached its new high, is gradually decreasing. 
With the foregoing assumptions the population will be stable eventually. 
We want to know if this stable population will be stationary. The age 
distribution in this ultimate stable population and the vital rates there- 
in are given in table 3 (Appendix). It is found that the birth rate 
and death rate in this stable population will be 19.98 and 18.68 
respectively, and the natural rate of incerase will be 1.30. The stable 
population of this model, therefore will not be stationary. 


It is interesting to compare the stable age distribution with the 
age distributions in our projected population. The stable age distri- 
bution is shown in Chart 2. The comparison shows the extent of 
reduction in the populations in younger age groups and the extent of - 
increase in the populations in the older age groups that will take place 
when the population becomes stable. The former has its effect on 
the birth rate and the latter tends to affect the death rate. This ex- 
plains why the birth rate was higher in 1981 than in the stable popula- 
tion. In 1981, the reproductive age group was, obviously, weighted 
heavily by the survivors who were born before the fertility was cut. 
The increased population in the older age groups of the stable popula- 
tion explains the higher death rate in the stable population as com- 
pared to the death rate in 1981. 


The foregoing analysis shows that in the stable population the 
rate of natural increase is likely to be substantially reduced, but still, 
in principle, the population is not likely to be stationary: We have 
already reduced fertility to the extent of eliminating fourth and higher 
order births. How much further reduction in fertility is necessary 
if a stationary population is to be achieved? On the basis of the 
life table for 1981, the net reproduction rate with Uttar Pradesh fertility 
schedule works out to be 1.03267 (table [V,Appendix). This means 
that if fertility is cut further by 3 per cent at all ages in 1981 and then 
if this reduced fertility and the mortality of 1981 continue to be in 
operation indefinitely, the population is likely to be eventually stable 
and stationary. The entire evidence, at least, suggests that some 
further cut in fertility may be required to reach a stationary population. 


- 
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There is, however, yet one point to be made with regard to these 
forecast. It may be remembered that our estimates of the future course 
of mortality differ very much from Mr. Gopalswami’s estimates of future 
levels of mortality. For example, Mr. Gopalswami expected the death 
rate to be 22 in 1971, while our estimate of death rate in 1971 is 
14.43 (see table Il, Appendix). The difference can perhaps be explai- 
ned by reason of assumptions made by Messrs. Coale and Hoover 
and Mr. Gopalswami regarding the increase in food supply. The 
life tables constructed by Messrs. Coale and Hoover take into ac- 
count the increase in food supply as envisaged in the Second Five-Year 
Plan. Mr. Gopalswami’s estimates of food supply are more conser- 
vative and hence his estimates of the future levels of mortality. If 
his estimates of future mortality are likely to be realized, then the rate 
of natural increase will be very much less than we anticipate. Under 
those circumstances, the population may well become stationary. 


3.3. Practicability 


Our analysis has led us to the conclusion that with the elimination 
of improvident maternity the present population is not likely to reach 
a Stationary level in the conceivable future. This is, however, a 
statistical opinion and in expressing it we have so far assumed that 
the programme or reducing fertility outlined by Mr. Gopalswami will 
be carried through. Our predictions may or may not come true 
depending on the future levels of mortality. But it is time to question 
the very practicability of this programme. 


According to Mr. Gopalswami, the only prerequisites for the 
successful implementation of such a programme are the creation of an 
organization and the standardization of the techniques for birth 
control**. The organization will be a part of the general maternity and 
child welfare service; consisting of “dais”** in the field and a Central 
Research and Information Unit whose task would be to recommend a 
few acceptable, efficient, harmless and economic methods of birth con- 
trol suitable to be sponsored by the Government. In sponsoring 
contraceptives “harmlessness alone should be the decisive test; and 
cheapness the second most important consideration.”** In super- 
vising the work of “dais” the supervisory staff “can be largely made 
good by making the fullest use of the services of public-spirited social 
workers”. 


From the point of view of practicability, the question is: how 
this national maximum of three children per female is to be realized? 
Some women are bound to have more than three; some will have less 


34 The Report : see p. 219 ff. 
35 Women practising midwifery in the traditional form. 
% The Report: p. 221. 
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than three; and some will prefer to have none or will have none. 
To strike a national maximum of three children per female a keen and 
continuing vigilance will have to be kept on the reproductive per- 
formance of each and every female in the population throughout her 
reproductive period. A fourth order birth in a family or some fourth 
order births in an area will have io be offset by a greater reduction 
of fertility in another family or in another area. The regional diffe- 
rences in fertility rates will call for varying sacrifices in different 
regions. This would, further, mean that contraceptives will have to 
be used to a greater extent in areas of high fertility. 


The advocacy of the use of contraceptives on a national scale 
in this context raises further issues. Every female will be faced with 
the most important problem of spacing her three children. According 
to Uttar Pradesh fertility schedule (table VII, column 2), a female 
would have three children before she attains the age of 30 if she 
survived till this age. When fourth and higher order births are eli- 
minated from that schedule (table VII, column 6), a female would 
have, approximately, her first child at age 22; the second at age 28 
and probably the third towards the end of her reproductive period if she 
lived throughout this period. Suppose all females married in the age 
group 15-19, then the interval between marriage and the first child- 
birth will have to be 3-7 years, the spacing required between first | 
and second childbirth would be 6 years and between second and 
third at least 16 years. Of course, this should be so only if children 
were born exactly according to Uttar Pradesh fertility schedule. But 
this uniformity in the reproductive pattern cannot be achieved in 
actual practice and each female would like to choose her own order 
of spacings. It would be impossible to give any guidance on this 
subject until reliable and exhaustive studies on conjugal habits and 
on factors determining the family size are available. 


Apart from these practical issues of guidance or direction of the 
programme, there are a host of social and more important issues to be 
encountered. The principal impediments to a decline in fertility in 
India are institutional forces, social beliefs, illiteracy and lack of or- 
ganization. Mr. Gopalswami does recognize the need for an orga- 
nization and for the standardisation of the techniques for birth cont- 
rol but does not recognize the strength of the institutional forces and 
the implications of illiteracy. It would be, first, necessary to break 
the century old prejudices, superstitions and beliefs of the masses 
in order to orient their minds to the philosophy of birth control. In 
a society where more than three quarters of the population are illi- 
terate and rural, the philosophy of birth control must take many 
years before it takes deep roots. Mere harmlessness, cheapness or 
effectiveness of a contraceptive will not render it acceptable to the 
vast illiterate masses. Suitable social climate will have to be, first, 
created by a vast programme of education to make the idea of birth 
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control acceptable. A study conducted by W.H.O. on family plan- 
ning in India*’ reveals the current cultural practices, superstitions, 
inhibitions, prejudices and religious beliefs that conspire to offer re- 
sistance to the idea of birth control and the use of birth control 
devices. The arguments for not accepting the birth control devices 
ranged from “God’s will” to “ mother-in-law’s will.” “The futility 
of propagating family planning” observes the W.H.O. Report** “ in 
an environment which is unfavourable must be realized.” 


Apart from the issues raised by the use and spread of contra- 
ceptives, changes must be brought about in other social and eco- 
nomic habits. Certain other forces must be continuously and simul- 
taneously in operation to act as catalyst to any programme leading 
towards a sizable reduction in fertility. While eliminating the barriers 
of social attitudes on this problem, effort will have to be made to 
increase slowly and steadily the average age at marriage and to reduce 
to some extent the proportions marrying at earlier ages. Economic 
measures like modernization of agriculture and rapid industrialisa- 
tion may bring about a migration of excess farm population to urban 
centres and thus help in creating a favourable social climate towards 
the acceptability of birth control devices. This migration will, how- 
ever, raise problems like housing, water supply, etc., in urban areas. 
The problem of population control, therefore, cannot be considered 
in isolation, It must form an integral part of an integrated programme 
for economic and social progress. 


The process of changing the social environments is, therefore, 
likely to be slow, halting and painful. Mr. Gopalswami’s philosophy 
is suggestive of a very strong and rigid discipline intended to alter 
the present social climate with amazing rapidity. The social pro- 
cesses, however, are not likely to work so easily or so soon towards 
that end. Any sudden attempt to modify these processes is likely 
to be defeated by an equally sudden reaction of the forces of beliefs 
and disbeliefs cherished and nourished over generations. 


Looking at the way the social processes work, we have argued 
that Mr. Gopalswami’s proposal is impracticable and, if implemented, 
is likely to end in failure. Is his proposal too ambitious? It is 
ambitious. But in another sense implicit in this ambition are certain 
truths. Pointing out a keen sense of urgency and concern about the 
problem, Mr. Gopalswami shockingly demonstrates the magnitude of 
changes that may be needed in order to keep the size of population 
within manageable limits. The fact that these changes would be 
needed in fertility is undeniable. He has pointed out correctly the 


37 W.H.O. : Final Report on Pilot Studies in Family Planning, Vol. I., New 
Delhi, September 1954. See particularly the results of Attitude Surveys. 


Op.cit., p. 48. 
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magnitude of the task. Mr. Gopalswami arrived at these magnitudes 
without making any allowance for improvement in the present levels 
of consumption in the near future. It is useful to imagine the reduc- 
tion in fertility that may be needed if our standard of living were 
to improve simultaneously with the population growth. 


Finally, it is worth-while to probe further into one more aspect 
of this problem. We have noticed that theoretically the failure to 
reach a stationary population largely arises out of the different assump- 
tions made by Messrs. Coale and Hoover and Mr. Gopalswami as 
to the course of mortality. It is, therefore, relevant to ask what the 
demographic consequences of Mr. Gopalswami’s proposals for ferti- 
lity would be if one accepts the Coale-Hoover assumptions of future 
levels of mortality. If we accept Coale-Hoover assumptions, the death 
rate is likely to be 14.4 in 1981 (table III). To reduce the birth rate 
to this level in 1981, obviously a larger cut in fertility would be re- 
quired than implied in “improvident maternity.” According to the 
Census Report,** out of 40 births (birth rate) in 1951, 16 births were 
either first or second order births. It is obvious, therefore, that if a 
stationary population were to be reached in 1981 with Coale-Hoover 
assumptions of mortality, then the definition of “ improvident mater- 
nity” will have to be modified to include third and higher orders of 
births. 


New York City D. M. BHOURASKAR* 


3® The Report : p. 87 ff. 


* The author is at present a staff member of United Nations. The views ex- 
ne ag in this paper are entirely his own and do not reflect those of the organi- 
zation. 
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(ii) Infant Mortality assumed to be 200 per thousand live born children. 
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Taste II 


Vital Rates: India 1951-1956 


(i) Fertility : Fertility Schedule of Uttar Pradesh : Adjusted 


(ii) Mortality : Infant Mortality Assumed to be 200 per thousand Live Born 
Children. 


(Rate per 1000) 
Rate _1951 1956 1961 1966 1971 1976 1981 1986 1991 1996 


1. Birth Rate 40-6 40-4 39-6 22-69 23-82 25-19 25-34 23-03 20-88 20-55 


2. Death Rate 28-4 20-05 16-75 15-71 14-43 14-39 14-44 14-44 14-82 15-30 


3. Natural 
Increase 12-2 20-35 22-85 6-98 9-39 10-8 10-9 8-59 6-06 5-25 
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Taste III 
INDIA 
Stable Population—Age Distribution 


1981 Life—Table used 
r= :0013; m/p = 1-05 


(2) (3) (4) (5) (6) (7) (8) (9) 
central (—h)x  e.r. 1981L.T. Fem- M_ 1-05(4) Males 
age (Central (+ 2-5) F Stable sl > Stable 

age x Pop.(4)x(5) Pop.(8).(7) 


°00325 -99675 4-4739* 4-4594  4-4654 1-04659 
‘00975 -990380 4-2975 4-2558 4-°1775 1-03982 
*01825 -98388 4°2100 4-1421 4-0825 1-03307 
-02275 -97751 4°1400 4:-0469 4-0075 1-02639 
-02925 -97118 4:0225 3-9066 3-9050 1-01974 
*038575 -96488 3-8850 3-7486 38-7925 1-01312 
*04225 - 83-7425 38-5877 38-6775 1-00656 
*04875 38-6025 3:4311 38-5575 1-00003 
*05525 383-4600 3-2740 3-4200 -99356 
‘06175 - 383-2975 3-1000 3-2525 -98713 
*06825 - 83-1025 2-8978 38-0425 -98073 
‘07475 - 2°8575 3992-6517 382-7725 
-08125 2°5450 2-3464  2-4300 
‘08775 - 2-1475 1-9671 2-0100 
-09425 - 1-6600 1-5107 1-5150 
*10015_—- *0925 -9878 +9675 
*10725 - -4677 +4219 +3948 
*12025 - -0675** -0599 *6575**-93104 -0585 


“5 
“5 
“5 
“5 
“5 
“5 
“5 
“5 
“5 
“5 


50-7955 51-8031 
Total Stable Pop. = 102-5986. 


* To Fem. = 5381000; Ts Fem = 55-7 x 873 = 486261. 4Lo = 4-4739. 
* ToM. = 515000; TsM = 4703847 ; 4Lo = 4:4654. 


5Lx = 2-5 (5Lx x 5Lx + 5); 
** + =23 x 2-5 = 57-5; Mlgo.gg = —57°5 + (187 x 3-3) 
= 394-6. 
** F Lg, + = 27 X 2-5 = 67-5; Fligo.gg = 67°5 + (158 x 8-4) = 469-7 
Femaled Birth Rate = 1% 50-7955 = 19-69. per 1000. 


Total Birth Rate = 2-05% 102-5986 = 19-98 Per 1000 
D.R. = 19-98—1-30 = 18-68. | 
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TasBLeE IV 


Calculation of Net Reproduction Rate and True Rate of Natural Increase. 


(a) Net Reprodction Rate : Sex Ratio : -4878 
Age U.P. Fertility 5LF x Expected Births 
Schedule 1981 
15—19 110-42 4140 457 
20—24 202-16 4023 813 
25—29 126-21 3885 490 
30—34 56-49 3743 211 
35—39 28-25 3603 102 
40—45 12-79 3460 44 
2117 


Net Reproduction Rate = 2-117 x -4878 = 1-03267 


(b) True Rate of Natural Increase : 


(1) (2) (3) (4) (5) 


Age of Pivotal Births to Female births 
Females Age Surv'vors to Survivors (2) x (4) 

of 1000 of 1000 live 

Live born born 

(8) x +4878 

15—19 17°5 457 223 3903 © 
20—24 22-5 813 897 8933 
25—29 27-5 490 239 6573 
380—34 82-5 211 103 3848 
385—39 87-5 102 50 1875 
40 44 42°5 44 21 893 


2117 = 1038 R, = 25525 


Mean Length of a generation = t = R, = 25525 = 24-71 years. 
R, ‘1033 


True Rate of Natural Increase = r = t /)—i 


= 24-71 —1 
=1-8 per 1000. 


THE BANK FOR INTERNATIONAL SETTLEMENTS 
AND CENTRAL BANK COOPERATION 


For over a quarter of a century the Bank for International Settlements 
has rendered useful services to the central banks of Europe. Yet, its 
work is hardly known outside a handful of specialists. The purpose 
of this article is briefly to describe and evaluate the work of the Bank 
and see what, if any, relevance, its experience has to South and South- 
East Asia. The discussion is divided into four parts (i) historical back- 
ground ; (ii) the functions of the bank ; (iii) the major criticism of the 
Bank ; and (iv) the significance of the Bank for South and South-East 
Asia.* 


I 


Proposals for international financial institutions and cooperation 
have a long history. A proposal was submitted to the City Council of 
Geneva? in 1675 to create a “Christian Bank” to relieve the poverty 
of all Christendom. This early instance is cited, although it was com- 
pletely unworkable, as a reminder that international financial institu- 
tions have had for a long time a certain appeal as panaceas. 


Regarding more recent events a word needs to be said about the 
currency unions of the nineteenth century (The Latin Monetary Union, 
the German Monetary Union or Unions, the Austro-German Union and 
the Scandinavian Union).’ It is curious how the history of these efforts 
has almost completely disappeared from the literature. Even mone- 
tary histories seem to go out of their way to ignore them. Most of 
these Unions had a long and reasonably successful history during the 
latter part of the 19th and early part of the 20th century. They greatly 
facilitated the exchange of goods and services in the then emerging in- 
ternational economy. It must be emphasised, however, that basically 
they were not the cause for international financial stability but rather 
the consequence of such stability ; i.e. reasonable balance of payments 
equilibrium among member nations permitted the Unions to function 


1. For a detailed treatment and bibliography for sections (i) to (iii) see Hen 
H. Schloss, The Bank for International Settlements, an experiment in Central Bank 
Cooperation. North Holland Publishing Co., Amsterdam, 1958. 


2. DePineau, Theophile. Letters and Documents. Geneva: The Archieves 
of the City of Geneva, no. P/H 3613, 1675 ; and Ferrier, Jean P., Drames et Comédies 
Judicaires de la Genéve d’Autrefois. Geneve : Libriarie Payot and Cie., 1980. pp. 
71-78. 

8. For a discussion and bibliography see H. H. Schloss, op.cit pp. 11-24. 
The best single source is Janssen, Albert E. Les Conventions Monétaires Paris: 
P. Alcan and R. Lisbonne, 1911. A good study of the Latin Monetary Union is 
Willis, Henry Parker. A Hostory of Latin Monetary Union ; A Study of International 
Monetary Action. Chicago : University of Chicago Press, 1901. 
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smoothly. As soon as a serious and protracted disequilibrium developed 
—usually as a result of price inflation or debasing of the currency in 
one of the countries involved—difficulties developed which the Union 
could not solve for lack of power over monetary policy in member 
countries. None of these unions had any contro] over the monetary or 
other economic policies of the constituent members. The one exception 
is the German Monetary Union which, with the customs union of the 
“ Zollverein,” was the forerunner of the German Empire of 1871. 
These lessons seem to have been completely forgotten in the post 
World War II period.‘ 


The literature of around the turn of the century and again follow- 
ing World War I is full of proposals for various international finan- 
cial institutions, currency systems, and international monetary 
panaceas.* Some of these discussions are still worth reading in the 
context of international financial cooperation. 


The 19th century saw a great deal of cooperation amongst the 
central banks of Europe. For instance, they made available to each 
other emergency credits of one sort or another in times of crisis. Simi- 
larly, in the 20th century the International Economic Conference at 
Genoa in 1922, in urging central bank cooperation and the establish- 
ment of what is now known as the gold exchange standard, so widely 
used in the 1920's, exerted a great deal of influence. It is important 
to realize this long history of efforts at intenational financial coopera- 
tion through central banks if one is to see the establishment of the 
Bank for International Settlements in its proper perspective. It is true, 
of course, that many of these schemes have no direct bearing on the 
B.LS. They do form, however, part of a long search for better inter- 
national cooperation. It is this part of the Bank’s antecedents which 
is generally ignored. 


The other parent, so to speak, of the Bank is the reparations 
problem arising out of World War I. Throughout the 1920’s the repa- 
rations problem, particularly of Germany which was the largest single 
reparations paying country, constituted a continuing source of political 


4 The attempt at the present time to use the same currency in the Federation 
of Malaya and in Singapore is a good illustration. 


5 The following can be cited as illustations of the extensive literature : G. 
Francois, “ Project de monnai internationale,” Revue d’economie politique, January 
1898, pp. 28 ff.; R. G. Lévy, Punion monetaire au moven dune banque centrale 
universelle.”” Annales de I ecole libre des siences politiques, 1895, pp. 5061; L. 
Luzzatti, Neue Freie Presse, Wien, November 15, 1907, pp. 1-2, and December 11, 
1907, pp. 1-2 ; L. Delecroix, “*‘ Scheme for the Formation of an International Institute 
of Control and Issue, “* Debate on “ International Credits,’ League of Nations, 
International Financial Conference, Brussels, Proceedings of the Conference (Sept. 
24—October, 8, 1920), IT, 108-112 ; ** Un institute inte national d’emission, “Revue 
Economique Internationale, Brussels, April 20, pp. 118-141 ; Economic World, Nov. 
12, 1921, p. 687 and Nov. 19, 1921 p. 787. See also H. H. Schloss, op.cit. pp. 3-11 
and bibliography. 
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and international friction. Many international meetings were held, and 
many changes in the nature of the reparations payments were made 
over the years. Finally, a conference convened in 1929 in Paris under 
the chairmanship of Owen D. Young agreed to convert the German 
reparations payments into a “commercial” debt, ic. German govern- 
ment bonds freely traded in the markets of the world. By thus con- 
verting intergovenmental (and therefore political) payments into ordi- 
nary German government bonds owned by private individuals it was 
hoped to take the financial problem, and particularly the transfer prob- 
lem® out of politics. To implement this scheme it was decided to set 
up a new independent international financial agency which should act 
as agent or trustee for these loans and which, at the same time, could 
help to create conditions in the financial markets of the world to faci- 
litate the necessary transfer of funds. When this decision was reached, 
those who had long advocated a broader based international financial 
institution were instrumental in devising a charter for the Bank for 
International Settlements which goes beyond its reparations function. 
Nevertheless, the fact that the reparations problem provided the imme- 
diate impetus for its establishment has given rise to the myth that the 
Bank is only a reparations bank. Suffice it to point out that if such 
were the case, the Bank would long since have ceased to be an active 
institution. 


I 


The charter and the statutes of the Bank are incorporated in an 
international convention between the government of Germany, Belgium, 
France, the United Kingdom, Italy and Japan on the one hand and 
Switzerland on the other.” Most of the basic provisions of the statutes 
and particularly the limitations put on the operations of the Bank can 
be revised only by an amendment of the Convention which, of course, 
makes a basic change in the character of the Bank unlikely. It should 
be noted that the Charter of the Bank was signed by the Central Banks 
of Belgium, France, Germany, Great Britain, Italy and Japan and by 
a number of financial institutions in the United States of America (since 
neither the U.S. government nor the Federal Reserve System would 
have anything to do with the Bank). 


® Some of the economic problems of continued transfers between countries 
which are of some interest in the context of the large current inter governmental 
foreign aid transfers were discussed in an now famous debate between Keynes and 
Ohlin. see: J. M. Keynes “ The German Transfer Problem,” Economic Journal, 
March, 1929, pp. 1-7 B. Ohlin “* The Reparations Problems : A Discussion,”’ Economic 
Journal,. June 1929, pp. 172-78. More recently L. Metzler has reformulated the 
conditions necessary for such a transfer in the light of the prevailing income theory 
in L. Metzler, ‘‘ The Transfer Problem Reconsidered,” Journal of Political Economy, 
June 1942, pp. 397-414. 

7 Under the provisions made in the statutes practically all the central banks 
of Europe, except the U.S.S.R. have joined the Bank at a later date, a few only the 
post World War II period. 
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The functions of the Bank are given as: 
(i) to promote the cooperation of central banks ; 


(ii) to provide additional facilities for international financial opera- 
tions ; 
(iii) to act as trustee or agent in regard to international financial 


settlements entrusted to it under agreements with the parties con- 
cerned ; and 


(iv) to carry out certain activities as long as the Young Plan is in 
force.* 


The functions of the Bank appear in this order in the charter. This 
is of some significance in view of the widely held view, previously 
mentioned, that the sole raison d’étre of the Bank was the reparations 
problem. A brief discussion of these functions is called for. It will 
be useful to discuss them in the reverse order of the above listing. The 
extensive operations of the Bank in furtherance of its role as agent 
and trustee for the Young Plan dwindled rapidly after 1932 and have 
remained relatively insignificant since then.’ The details of the loans 
for which the Bank acted and still acts as trustee arising out of these 
settlements and the investments it made in this connection are not 
relevant in this context, 


Regarding the third function listed above, the Bank has been called 
upon to act as agent and/or trustee for various international financial 
arrangements both in the 1930’s and in the period since World War II. 
The best known instances of this activity in the post World War II 
period are the role of the Bank as agent or trustee for the European 
Payments Union of the Organization for European Economic Coopera- 
tion and the international loans of the European Coal and Steel Com- 
munity (better known as the Schuman Plan). 


The second function, among other things, led to a standardiza- 
tion of monetary gold bars and a Bank operated system of international 
gold clearing which is still used by the member central banks. 


In many ways the first function listed above has been, and remains 
in this writers view, the most significant. At the same time it is the 
most difficult function to assess, largely because such a large part of 
it is of an informal kind submerged from view much as an iceberg. 
While this is inevitably true of this type of activity, it is accentuated 
by the tendency of bankers in general, and central bankers in parti- 
cular, to secrecy and anonymity. This attitude was personified by one 


® Articles 3 and 4 


* There has been some renewed activity, and particularly a resumption of 


income for the Bank, since the London Debt Agreement of 1953 with Germany and 
a similar Agreement with Austria. 
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of the leading, if not the leading figure among central bankers through- 
out the 1930’s Montagu Norman, later Lord Montagu, of the Bank of 
England. One of these informal activities is the monthly meeting of 
the Board of Directors on which the major central banks of Europe 
are represented. These meetings, which are held in private, provide a 
valuaole forum for an exchange of views and information and personal 
contacts amongst the Governors of the banks concerned. That such 
cooperation may not always have been for ends which we now approve 
of is another matter. No doubt, in the late 1930’s when appeasement 
of Germany was the policy of the governments in power, central 
banks may have reflected those same views. After all, no international 
organization with limited powers, especially in the financial field, has 
a political character of its own separate from that of its constituent 
members. Nevertheless, with the advantage of hindsight the Bank has 
been much criticized for having aided in the appeasement of Germany, 
as will be pointed out again later. The value of these meetings can 
be judged by two concrete pieces of evidence. First, the meetings are 
always well attended, and rarely does a Governor miss one, The fact 
that these busy men are willing to take two or three days a month to 
attend is evidence that they feel it is worthwhile. Second, at the time 
of Bretton Woods—for reasons to be discussed below—a resolution 
was passed ordering the Bank for International Settlements to be 
liquidated. Yet, as early as December 1946, these monthly meetings 
were resumed more or less spontaneously. Two advantages of such 
regular routine meetings are frequently overlooked. One is that if a 
special meeting of the leading central bank governors were called, 
widespread speculation about a financial crisis would be likely. The 
other advantage is that communiques and concrete results would be 
expected of such meetings. If none were forthcoming, the speculation 
would be about the reason for the failure to produce results. Similarly, 
a meeting in secret would not do. In other words a formal framework 
in which informal and private meetings can be held as a matter of 
routine can be extremely useful. 


The annual meetings at which all members are represented are 
probably less important simply because of their less frequent occur- 
rence, but even there it was possible, for instance, for many years for 
central bankers from eastern and western Europe to gather for dis- 
cussion without being in the limelight. 


At a technical level the Bank in spite of a very small staff, as these 
kinds of institutions go, has been able to provide a number of valuable 
services, most of which have never been publicized. The annual reports 
of the B.I.S.—until recently largely the work of P. Jacobsson, then 
Chief economist of the Bank and since 1956 Managing Director and 
Chairman of the Executive Board of the International Monetary 
Fund—are widely recognized as the best annual review of economic 
(with an emphasis on financial) conditions of the world with a primary 
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focus on Europe. The policy orientation of these reports represented 
an emphasis on monetary orthodoxy as might be expected from an 
institution whose board consists of central bank governors. This policy 
orientation also caused a good deal of animosity towards the Bank 
particularly in the depression days of the 1930's. 


Some of the more technical activities consist of such services to 
members as an excellent daily review of the press, regular reports of 
changes in rules and regulations of banking and finance throughout the 
world and similar reports. Likewise, the Bank has on occasion been 
able to provide technical assistance to some of the smaller central 


banks of Europe and undertake special economic analyses for Euro- 
pean economic agencies. 


On the operational side only a few comments are required. Both 
in the banking department and in gold clearing the Bank carries on 
a substantial amount of business. For instance, in the financial year 
1958-59 the turnover of the banking department amounted to the 
equivalent of over 7,000 crores of rupees, while gold operations 
amounted to the equivalent of around 1,500 crores of rupees. The 
total paid up capital of the Bank is relatively small amounting to the 
equivalent of about 20 crores of rupees.’ In view of this limited 
amount of capita] it is not surprising that the Bank has never been able 
to intervene in international markets decisively or extend massive 
direct aid to any member bank in difficulty, although the Bank has 
been able on occasion to be intrumental in arranging for such accom- 
modation. Except during a few of the war years the Bank has 
operated at a profit which during the last few years has again been 
large enough to declare a statutory dividend of 6 per cent to its share- 
holders in addition to making substantial additions to it’s reserves. 
The Bank’s share are traded on several stock exchanges in Europe 
under an arrangement whereby any of the initial subscribers of the 
stock (the central banks of Europe and a group of Banks in Japan‘ 
and the U.S.) retain their voting rights even though they sell their 
shares which then are without votes. 


As mentioned earlier, the United Nations assembled at Bretton 
Woods to formulate the plans for what were to become the Interna- 


1° Bank for International Settlements, Twenty-Ninth Annual Report Basle, 
1959 pp. 225, 284. 


11 Japan renouced all rights arising out of her membership in the B.I.S. in the 
Peace Treaty. 
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tional Monetary Fund and the International Bank for Reconstruction 
and Development passed the following resolution: 


The United Nations Monetary and Financial Conference 
Recommends: The Liquidation of the Bank for International 
Settlements at the earliest possible moment.’? 


Apart from the fact that many of the delegates did not know a 
great deal about the Bank, there was much animosity against it on 
several grounds. The most important of these must be mentioned 
briefly. First, it was widely believed that since the Bank’s raison d’étre 
was the Young Plan of the reparations problem, it had outlived its 
usefulness. The fallacy of this interpretation has been discussed earlier. 
Second, the Bank had failed to stem the tide of the international col- 
lapse of the early 1930’s. Quite apart from the fact that this collapse 
occurred only shortly after the Bank opened for business, the Bank 
never had either the resources or the powers to deal with such 
a crisis. Did, perhaps, this criticism reflect an uneasiness on the part 
of the’ participants at Bretton Woods about the possible failure which 
the newly created twins, and in this context especially the International 
Monetary Fund, might encounter if faced with a similar problem in 
the future ? The hopes of the policy makers assembled in New Hamp- 
shire about the efficacy of their handiwork ran high. Yet, as has been 
emphasised before no international institution can stem any major tide 
or crisis unless it has control over monetary policy and inter alia can 
act as a lender of last resort.’* Even the I.M.F. with its much larger 
capital has only definite and limited funds available. Third, there was 
a widespread charge that the Bank promoted appeasement in the 1930’s 
and worse still, aided and abetted German aggression during the late 
war. The present author has investigated these charges in the book al- 
ready referred to’* and has shown that these charges were essentially 
unproven. To be sure, in the political climate of the 1930’s the co- 
operating central banks are likely to have reflected the prevailing poli- 
tical moods. Similarly, in some transactions in the late 1930’s dealing 
with German occupied countries one might wish (especially with the 
advantage of hindsight) that the Bank and its officers had shown 
political wisdom and courage beyond that of its constituents. To ex- 
pect such political wisdom of an essentially economic institution is to 
hope for the impossible. In some instances an international institu- 
tion such as the Bank, located in a neutral country, and having on its 
staff nationals of the countries at war is bound to come up against 


12 U.S. Department of State, Proceedings and Documents of United Nations 
Monetary and Financial Conference, Bretton Woods, New Hampshire, July 1-22, 1944 
(Department of State Publications 2866) (2 vols. Washington, D.C., Government 
Printing Office, 1948) p. 939. 


13 For an excellent discussion of this point see R. G. Hawtrey, The Art of Central 
Banking. London : Longmans, Green and Co. 1932, pp. 273-276. 


14H. H. Schloss, op.cii., 102-118. 
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almost impossible situations. To cite just one illustration. All during 
the war Germany continued to make interest payments due by it to 
the Bank (This fact itself was adduced by some as evidence of the 
pro-German attitude of the Bank). Some of these payments were 
made in gold alleged to have been looted from the central banks of the 
occupied countries. If the Bank refused to accept the payment, it 
could later be accused of not having acted in the best interest of 
its constituents. If it accepted the gold, it was open to the charge 
of aiding and abetting the spoliation of the occupied countries. What 
the Bank did was to accept the gold but keep very careful records 
of the identity of the gold bars. After the war a careful check was 
made in cooperation with the central banks concerned, and such gold 
as was identified as having been looted was returned by the Bank 
to its original owner. Fourth, another criticism of the Bank revolved 
around the question of monetary policy in general and an orthodox 
monetary policy in particular. As mentioned earlier, the Bank, gene- 
rally speaking, has been the spokesman for what for lack of a better 
term might be called a “sound” monetary policy. We must remem- 
ber that in the 1930’s monetary policy was becoming subordinate to 
fiscal policy. Central bank policy became subordinated to the 
Treasury. Monetary policy did not re-emerge as an important tool 
of policy makers until the early 1950’s, Little wonder then that the 
advice of the Bank on policy matters was not welcomed by the powers 
that be. It could be argued, however, that the Bank provided a useful 
service by keeping that tradition alive. At Bretton Woods, by and 
large, the Treasuries rather than the central banks represented their 
countries. Finally, a point which may not sound like being too im- 
portant by itself but which may have played a strategic role in raising 
the issue of the Bank for International Settlements at Bretton Woods 
at all was the strong American opposition at that time to any regional 
economic arrangements. The feeling was that we must establish this 
new financial and economic cooperation on a global scale; regional 
arrangements will only harden the world into new blocs of economic 
barriers. The Bank of course, represented such a regional organi- 
zation. 


Thus it can be seen that the Bank for International Settlements 
in its own limited way has been able to make a significant contribution 
to international financial cooperation. 


IV 


Is there any significance in the experience of this institution appli- 
cable to South and South-East Asia? At the outset at least two 
important differences between the scene on which the Bank for Inter- 
national Settlements operates and this part of the world must be 
emphasised. One such difference is that in a country like India, 
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where significant parts of the economy are not monetized and where 
even the monetary economy is less under the influence of the banking 
system than in the Western World, traditional monetary policy is 
vastly less important. Similarly the very function of the central bank 
changes from that of being a lender of last resort (or a control mecha- 
nism) to that of creating a sound monetary and banking system. Thus 
the whole emphasis of the role of the central bank and monetary 
policy shifts. The second important difference is that the countries of 
South and South-East Asia are not as economically, and parti- 
cularly financially, interdependent as are the countries of Europe. 
Nevertheless, certain useful lessons emerge. It is quite clear that any 
common monetary policies would entail a complete coordination of 
all economic policy which would be far-reaching indeed in the case 
of planned economies, and no such plan is envisaged. This lesson 
might be applied, as has been mentioned earlier, to the attempt to 
continue to use the Straits dollar in both Malaya and Singapore. 
More importantly, however, the problems which the central banks of 
this part of the world face are similar and, therefore, an exchange of 
views and experiences amongst leading central banks could only be 
helpful. Similarly, at a purely technical level a cooperative effort 
might be useful. While ECAFE provides certain basic research faci- 
lities for the areas as a- whole, no such service in the more day to 
day and operational problems of actual banking exists. With the 
many small and poor countries in this area a certain amount of 
reduction in overhead could be undertaken by a consolidation of some 
of these services. At the same time the stronger central banks could 
help the weaker banks with advice and occasionally even personnel. 
In passing it should be noted that efforts at international cooperation 
have been most successful if they dealt with a well defined operational 
area. The Universal Postal Union provides an outstanding illustra- 
tion, it being one of the oldest and most successful such organization. 
The organizational framework for the cooperation of central banks 
need not follow the exact pattern of the Bank for International Settle- 
ments but should suit the special problems and circumstances of South 
and South-East Asia. It certainly should be small; yet it might even 
be possible to entrust such an organization with enough operational 
responsibilities to make it financially self-supporting. 


Bombay Henry H. SCHLOSS 
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REVIEWS 


Caste and the Economic Frontier: A Village in Highland Orissa. By 
F. H. Baitey. (Oxford University Press, Indian Branch, 19538, 
pp. xvi + 292 with maps, charts, tables and plates, Rs. 22.50). 


Tuis is an anthropological study of an Oriya village called Bisipara 
situated in the hills of Orissa. Many such works on Indian village 
communities by social anthropologists have been published in recent 
years. But this study is important both for its method and finding. 
The author has confined himself to the study of the effects of the 
larger political and economic systems upon the village social structure 
and the result has been rewarding. 


Bailey views the village social structure essentially in terms of 
economic relations among groups, The traditional social structure of 
the village consisted of a number of endogamous groups called castes 
which were integrated into a structure of status hierarchy. The 
economy of the village revolved round agriculture. Land was the 
only productive source and it was owned by only one caste-group. 
The other groups made a living by virtue of a subordinate relation- 
ship to the land-owning group. The ritual ranking of groups in the 
caste hierarchy was by and large based on their different economic 
positions. In the old self-sufficient village there were subtle mecha- 
nisms to preserve the relative economic positions of the caste groups 
so that one would not normally know whether the economic status of 
any caste group was due to its ritual rank or vice-versa. 


However, the changes that have taken place during the last 
hundred years or so have broken the self-sufficient character of the 
village community and with it have brought about a redistribution of 
wealth among castes. What is important to note is that redistribu- 
tion of wealth has given rise to a readjustment in the ritual ranking 
among groups. Thus Bailey has tried to establish the causal relation- 
ship between the variables of the ritual ranking of a caste group and 
its economic status, the former depending upon the latter. A caste 
group cannot raise its ritual status without the tangible support of 
economic status. 


This finding would appear to have far-reaching implications for 
the understanding of the concept of caste although its possibilities have 
not been fully explored by the author. Bailey’s own conclusions are 
limited by the present concept of caste. These concepts hold in com- 
mon that caste has something to do with the formation of endogamous 
groups and conversely it is assumed that without a change in the 
endogamous character of caste groups there cannot be any real change 
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in caste. As it has happened in Bisipara the redistribution of wealth 
has not brought about any intermarriages between groups. While all 
sections have benefited from the new economy some groups like the 
Distillers and even Outcastes have gained more than _ others. 
Thus the groups themselves and the distinction in their economic and 
ritual status have continued although some groups have surpassed some 
others. Therefore the author has come to the conclusion that caste 
has remained relatively unimpaired. 


Though equalization of economic status between castes is not 
known to bring about intermarriages, while it may bring about an 
equalization in their ritual ranking. The socio-economic changes that 
are taking place are tending towards eliminating the economic dispa- 
rities among caste groups. Even in Bisipara the economic gap bet- 
ween the highest and the lowest castes is very much narrower now 
than it used to be. So Bailey’s finding raises a fundamental question: 
Supposing the various caste groups become economically and hence 
ritually homogeneous but without losing their endogamous character, 
would they still be regarded as castes? It is clear that under these 
circumstances the social status of a person would not be determined 
by his membership of any endogamous group. Such endogamous 
groups are found in almost all societies without being called castes. 
Thus, it would seem that if Bailey’s finding is basically sound the 
concept of caste will have to be redefined. 


Economic interpretation of social relations could be overdone 
particularly when attention is focussed only on one set of factors as 
in this study. But the fact that a social anthropologists has done this 
would make the study less suspect in the eyes of fellow social scientists. 
All the same Bailey’s findings cannot be accepted without reservation. 
To regard the possession of land alone as the criterion of economic 
status of castes, as the author has done, in a village where there are 
many important occupations which are not related to agriculture is 
an oversimplification of a complex phenomenon. The two major 
correlated variables of economic status and ritual ranking of caste 
groups are not arrived at with the same degree of precision ; while 
the former is worked out objectively the latter has been analysed only 
qualitatively, 


Apart from its important finding the book also contains several 
salient features to commend itself. Among them are interesting and 
penetrating discussions on topics like the processes of fragmentation 
and alienation of land, acquisition of wealth other than income from 
land, adjustment of political and ritual status to the newly acquired 
economic status and so on. Professor Srinivas who has written 4 
foreword to the work has called it an important and stimulating book 
and the reviewer would endorse these remarks wholeheartedly. 


Bombay Victor S. D'Souza 
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Soviet Economic Aid, By Josepu S. BERLINER. (New York: Council 
on Foreign Relations ; 1958, pp. xv + 232). 


THE period following the death of Stalin may be regarded as leading 
to the birth of a new Soviet foreign policy. While this unveiling of 
the iron curtain was immediately heralded as a welcome move by the 
non-Communist world, the extension of trade and economic aid to 
underdeveloped countries “has evoked mixed feelings” in the West. 
Five years is relatively a short period to judge the trade and aid 
programme of the Soviet Union, but the rapidity with which it has 
grown and appears to be growing has attracted many a mind for 
critical evaluation of facts and for drawing inferences regarding the 
motivations behind such a programme. Prof. Berliner, in this timely 
book discusses the nature of Soviet trade and aid policy in under- 
developed countries over a period of five years from 1953 to 1957. 


At the outset, one has to bear in mind the limitations of data 
presented in this book. Since “the USSR does not publish a detailed 
summary of economic activities,” the chief reliance appears to be on 
the data collected by US. official agencies and numerous press reports 
from The New York Times. Information available from recipient 
countries seem hardly to have been utilised and references to the 
journals and press of these countries are practically non-existent. The 
result is that while the overall figures of trade and aid appear to »e 
accurately presented, it is likely that the data provided for the work- 
ing of credit and technical assistance programme are not free from 
error. For example, the reviwer has so far not come across in lead- 
ing Indian economic journals a report that for the Bhilai steel plant 
in India, “ Soviet Union had sought, at first, to sell a dismantled Czech 
steel mill and later a second rate mill that had previously been rejected 
by China” (p. 160). Similarly, facts about Burmese rice deals in 
1955 (p. 174)., appear to have been misinterpreted and the blame 
passed over the Soviet Union whereas actually in fact the Burmese 
Premier himself has admitted the fault of the Burmese Government. 
(Premier U Nu on the 4-Year Plan). 


The amout of non-military aid (about $1.6 billion between 1953-57) 
given by Soviet Bloc countries and the bloc trade with underdeveloped 
countries (about 5% of trade of underdeveloped countries) are not 
high when compared to economic assistance by Western countries or 
their trade with underdeveloped countries. But it is not the present 
amount that is important ; it is the rate of its growth that has thrown 
a challenge to the western world. Moreover, figures for aggregate 
credits are deceptive and when we examine the terms on which the 
credit is given, purpose for which it is given, repayment provision etc., 
attractiveness of bloc credit becomes obvious. Soviet credit is given 
without any question being asked about the purpose for which it 1s 
to be utilised ; it is given at low interest rates—normally 2 or 2.5% : 
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it is to be repaid in about 12 instalments after the project has been 
completed, in local currency or by export of commodities, Further, 
credit is given without any administrative interference in the project 
financed by this credit and at the completion of the project it becomes 
a native project without any foreign hold over it. 


Two other factors that have contributed to the attractiveness of 
the Soviet programme are firstly, the timing of the programme and 
secondly, the nature of technical assistance. Soviet initiative started 
in 1953, or immediately after the Korean boom, when the under- 
developed countries started experiencing adverse terms of trade. By 
providing additional markets for the surplus exportable commodities 
of some of the underdeveloped countries, trade with bloc countries 
has imparted much sought after stability to export proceeds of the 
former countries. At the same time, by providing credit and tech- 
nical assistance for heavy industries, they seem to be fulfilling the 
aspirations of underdeveloped countries for rapid industrialisation. 


This impressive record is not without blemish and Prof. Berliner 
cites illustrations where underdeveloped countries have found them- 
selves in an unfortunate position. For example, it is reported that 
Egyptian cotton was reexported to west European countries thereby 
depriving Egypt of convertible exchange; that the quality of Soviet 
goods is inferior to Western goods; that in few instances Soviet goods 
were overpriced ; that deliveries have been delayed in some instances 
etc. The general impression of Prof. Berliner is that “the aid pro- 
gram has thus far succeeded in spreading goodwill toward the USSR,” 
that Soviet technicians “have given useful technical advice and assist- 
ance” and that “there are no reports of undue friction.” While 
potentially the prospects of aid—which means Soviet capacity to trade 
with underdeveloped countries—are very good, recent—some what 
autarchic—Soviet tendency to increase poduction of imported primary 
goods at home sheds doubts over such prospects. Yet, a doubling or 
even trebling of the present size of the aid programme is not difficult 
if the goods to be supplied are spread over number of industries (p. 186). 


Objections raised against the Soviet programme are not economic 
but political and Prof. Berliner makes no secret about it. As an 
American, he is surprised how one can be “neutral” in the conflict 
between good and evil. “Is it some sub-conscious urge towards self- 
destruction that has led the leaders of the underdeveloped countries to 
accept millions of dollar of Soviet aid?” (p. 137) He is afraid that 
Soviet technicians and engineers are “Greeks bearing gifts” and that 
the present stage is a period of “infiltration.” Later, the withdrawal 
or withholding of aid may be used as a lever for obtaining political 
concessions. (p. 167) Prof. Berliner is conscious, however, that this 
is how Americans look at Soviet policy. So long as Soviet aid appears 
attractive to underdeveloped countries, it will create a sympathetic 
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attitude towards USSR. Even though these countries may not become 
Communist, the inhabitants of these countries are likely to have strong 
pro-Soviet feelings. 


The answer to the Soviet aid programme, Prof. Berliner thinks, 
should not be given by ostracising the recipient countries from the 
American aid programme, but by increasing internationalisation of 
American aid and by providing “stable and profitable market for 
their principal exports over a number of years.” He also suggests 
interest-free loans as part of the free-world lending programme. 


Prof. Berliner seems to have overlooked the traditional outlook 
of the present-day underdeveloped countries—the ancient centres of 
civilisation—which does not compartmentalise absolute good and 
absolute evil. Today they have been inviting all the countries of 
the world for participation in their development programme. They 
have been a meeting ground of various cultures, and there is no reason 
why they should discriminate against Soviet Union when she is will- 
ing to offer her mite in the reconstruction of these societies. Effects 
of Soviet collaboration in economic and technical field so far have 
proved beneficial to recipient countries, and as Prof. Berliner rightly 
remarks, “the test of performance is in the future.” Posterity will 
pass the verdict. Nonetheless the people of underdeveloped countries 
are thankful to Prof. Berliner for counselling caution before they 
decide to embark upon large-scale acceptance of Soviet aid. 


Bombay SURENDRA DAVE 


The Struggle for a Higher Standard of Living. By W. BRanp. (Glencoe, 
Illinous: The Free Press, 1958, pp. 438). 


Tue book under review concentrates on an analysis of the various 
forces underlying economic growth rather than on developing a con- 
sistent theory explaining the phenomenon of development or an econo- 
metric model of growth. This descriptive approach, the author ex- 
plains in his introduction, is favoured as “the usefulness of models, 
econometric or otherwise, in elucidating the problem of economic deve- 
lopment, seems for the moment rather limited” (page 8). Accord- 
ingly, the author offers a collection of ideas pertaining to the various 
causes of economic backwardness, the process of economic growth 
viewed historically in the context of developed countries and the prob- 
lems of initiating, stimulating and accelerating the process in under- 
developed countries. 


The study is divided into three parts, of which the first part deals 
with the process of economic development, the second with the domestic 
financial resources and the third with the international financial re- 
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sources. In bringing together these three aspects which are mutually 
inter-related the author succeeds in presenting a comprehensive, all- 
round analysis. In part I after studying quantitatively the inequalities 
in world income distribution, the author turns to ‘the present status 
of the four production factors—land, capital, labour and leadership plus 
organization.’ Such a four-fold division is chosen for clarity. The 
interdependence of these production factors—the deficiency in one 
reinforcing that in the other-is particularly underlined. The factor of 
leadership receives the major emphasis in the creation of a dynamic 
economy. The multi-bottleneck characteristics of the economy—the 
low productivity of land, low rate of capital formation, the low pro- 
ductivity of labour, lack of efficient leadership coupled with the high 
population pressure, limited scope for extensive cultivation and the 
persistent demand for increases in consumption standard in step with 
rising incomes—render the problem of development hazardous. 


In Part II the monetary factors in economic development are studi- 
ed carefully, This section covers the problems of consumption, private 
investment, foreign trade and the role of government. Whereas the 
supply of savings is inadequate in view of the rising needs of con- 
sumption, the investment activity is hampered by lack of adequate 
effective demand apart from lack of resources. Whereas the potential 
advantages of foreign trade are wilfully exploited, administrative in- 
efficiency and deficient managerial skill reduces the effectiveness of 
governmental direction. 


Part III is devoted to the discussion of the role of foreign invest- 
ment, its history, its present form and extent and the prospects. Both 
private and public foreign investment is studied in this section. The 
author suggests that a code setting out the rights and obligations of 
foreign investors under U.N. auspices, with adjudication in case of 
a dispute possibly in the international court, should be drawn up. 
However, the author is convinced that the prospects “for a revival of 
private foreign investment on any large-scale are not particularly 
bright.” He prefers more supervision regarding the use of public 
foreign funds and specification of purposes for which it is to be used. 


The author emphasises that the study of the phenomenon of deve- 
lopment is not amenable to an exclusively economic analysis. “ Eco- 
nomic science can give a detailed description and analysis of the 
process but the mechanism that actuates it stems from political and 
social forces.” The conflict between tradition and adaptation and bet- 
ween changing value systems which accompany a subsistence eco- 
nomy’s progress towards industrial society are crucial to the pace and 
nature of development. Whereas the autocratic methods of dictator- 
ship bring about this change more or less forcibly, the democratic 
pattern does not allow for such drastic measures. The author empha- 
sises these attitudinal factors. He maintains that the leadership of 
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Western Europe in economic development was closely associated with 
the Renaissance and Reformation from which emanated the indivi- 
dualism that assisted self-sustained growth. He also maintains that 
the most important task of the state in the underdeveloped countries 
is the creation of a new value system in which incentives and oppor- 
tunities are given to those who, through technological and organisa- 
tional knowledge, can contribute to more dynamic economic structure: 


The book is good as a preliminary reading for those interested in 
problems of development. Its emphasis is more on the description 
of the problems of development than on presenting any generally 
valid explanation of economic growth. However, for those who are 
already acquainted with the general ideas regarding these problems 
this book has scarcely anything new to offer. At the end is added 
a comprehensive bibliography which should be of use to students. 


Bombay 


R. BHARADWAJS 


Theory of Wages and Employment. By A. M. Cartrer. (Irwin Series 
in Economics, pp. 188, $5.00). 


None can deny Dr. Cartter’s claim that a reconsideration of wage 
theory is long over-due ; nor would anyone disagree with him when 
he says that “the development of the theory of pricing under im- 
perfect competition and of aggregate employment and income deter- 
mination have altered the face of economic theory and analysis and 
the growth of trade unionism has markedly changed the structure 
of the market.” The book needs little apology and will be wel- 
comed as a contribution to the theory of wages and employment. 


The book is divided into two parts. The first half of the first 
part deals with the marginal productivity theory which we are told 
is a wage theory for the economy as a whole but a theory of em- 
ployment for an individual firm. The principle of marginal pro- 
ductivity is discussed at length in its short run as well as its long 
run applicability. As far as the discussion of the latter is concerned 
one wonders why is it that the restrictive assumption of constant 
stock of capital, though valid for the short run analysis is retained. 
Prof. Hicks retained it in his analysis and to that extent Hicks’ 
as well as Dr. Cartter’s analysis is incomplete. A fall in the returns to 
capital due to an increase in returns to labour is unlikely to leave 
the supplies of labour and capital unaffected in the long run and is 
most likely to reduce the supply of capital and increase that of labour 
thus creating a divergence between the two at any given wage rate. 
In the Hicksian analysis the equilibrium wage rate is established by 
such a divergence brought about in two ways, namely through 
changes in the pattern of demand and in techniques. A wage rate higher 
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. than the equilibrium rate shifts the demand from goods which have 
more labour content to those that have less and techniques of pro- 
duction tend to become labour saving. The ensuing unemployment 
reduces the higher wage rate to the equilibrium level. True as this 
version is, it is incomplete as it fails to take into account the reac- 
tions restoring the equilibrium level through changes in the stock 
of capital. The long run ceases to have any meaning unless one 
allows variations not only in the form of capital but in the stock as 
well. 


The other half of the first part deals with the applicability in 
the short run of the marginal productivity principle to ‘explain the 
wage and employment decisions of the firm. The traditional theory 
assumed smooth, continuous curves and analysis based on this assump- 
tion is likely to mis-represent the reality in the days of assembly line 
production. Dr. Cartter has given up this assumption and has laid 
bare the implications of the theory of pricing under imperfect com- 
petition when it is applied to analyse the wage and employment deci- 
sions of the firm. The section on ‘exploitation’ suggests * monopso- 
nistic advantage’ as a substitute term devoid of any emotive content 
for the term “ exploitation.” 


The real contribution of the book lies in the second part in which 


the author builds a model to explain the trade union behaviour and 
its impact in the labour market. Dr. Cartter must be congratulated 
for the elegant analysis of this section which goes a long way to close 
the gap between the theorists and the institutionists. The model as- 
sumes a certain degree of maturity on the part of the trade union in 
that it has survived the struggle for recognition. Material welfare of the 
working class which includes wages and employment has been the 
main concern of the unions, nay the raison d’étre of their existence 
since their inception. Hence one fails to understand the significance 
of the maturity assumption. This however, does not reduce the uti- 
lity of the model as an explanation of the union behaviour. 


The impact of aggregative economics has been to rob the wage 
theory of its traditional simplicity. The classical theory assumed that 
the physical productivity function determined the reaction of employ- 
ment to changes in wage rate. Dr. Cartter points out that the final 
adjustment of employment is largely determined by other factors par- 
ticularly the subsequent spending decisions resulting from the distri- 
butional pattern. It must be pointed out that the classical writers 
did not deny this. In their analysis the distributional pattern was 
based on the marginal productivity principle so that when the sup- 
plies of factors increased at constant rates the distributional pattern 
remained unchanged and a simple relationship could be assumed bet- 
ween wages and employment through the physical productivity 
function. 


. JoHN Dun top of Harvard University has brought his vast experience 
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A word about the impact of unionism. Dr. Cartter has argued 
that given the preferences of the union and the employer the wage 
would lie in a definite area though it is indeterminate. This would 
mean that in the absence of unionism the settled wage would conform 
to the employer preference more closely than in its presence. The 
rise of unionism as a countervailing power to prevent this potential 
advantage from being actually exercised is a major development to 
be reckoned with. None denies the supremacy of the market forces 
but it is a point in favour of unions that they have activised the slug- 
gish market forces for the benefit of the working force. Be it as it 
may, the book written to help the student of the labour market to 
understand the process of wage determination and to provoke thought 
succeeds in its aim in an ample measure. Many major contributions 
in aggregative theory which occurred mostly in periodical literature 
have been synthesised in the theoretical scheme of the book and the 
bibliography in the end is an invaluable guide to the students. 


Bombay L. K. DESHPANDE 


Industrial Relations Systems. By JouN T. DUNLOP. 


(New York: 
Henry Holt and Co., 1958, pp. xii, 399). 


as student, teacher, mediator, arbitrator and government consultant 
to bear on the development of a theory to explain industrial relations 
systems. Dunlop properly inveighs against those labour economists 
and industrial relations analysts who are excessively concerned with 
labour peace, industrial harmony and human relations, to the exclu- 
sion of genuinely attempting to understand relations systems. In his 
view, industrial relations systems are a proper province of study in 
much the same manner as economic systems. 


Clark Kerr, Fredrick Harbison, Charles Myers and Mr. Dunlop 
have made us familiar with the general notion that industrialization 
brings about a structuring of the labour force with its attendent web 
of rules. These rules define the status of the various actors involved 
in an industrial relations system: workers and their organizations, 
managers and their organizations, and governmental agencies con- 
cerned with the work place and the work community (p. viii). These 
rules also govern the conduct of the actors whom Dunlop regards as 
facing a particular environmental context at any given time. “The 
central task of a theory of industrial relations is to explain why parti- 
cular rules are established in particular industrial relations system and 
how and why they change in response to changes affecting the 
system” (p. viii—ix). 


1 “The Labour problem in Economic Development * International Labour 
Review, March, 1955, pp. 3-15. 
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The technological context or environment, the marketing or bud- 
getary constraints, and the power context and the status of the actors 
are the three major features which influence the body of rules of an 
industrial relations system at a given point in time. This is illus- 
trated by a cross-sectional analysis dealing with several industries in 
various countries. Coal mines, for example, whether located in Great 
Britain, France, Germany, Poland, Australia, United States or Yugos- 
lavia face certain common problems. 

The actors in this sector which comprises an industrial relations 
system must devise rules to determine whether workers should be paid 
on a portal to portal (bank to bank) basis or a face to face basis ; 
whether concessionary coal should be granted ; whether worker should 
be allowed a checkweighman to record the weight of coal mined, etc. 
Mines normally exists in isolated communities and mine operators 
tend to provide housing for workers and their families. This factor, 
common to mine operations in different countries, gives rise to a set 
of rules to determine the tenure of occupancy for laid-off miners, re- 
tired miners, miners’ widows, etc. The relatively high rate of accidents 
in coal mines of all countries requires attention to safety rules, rules 
governing investigations of accidents, rules providing for days-off in 
the event of a fatality, and others. 


The analysis reveals that strikingly similar rules are adopted by 
an industry which operates in similar technological and marketing 
contexts in different countries. But other rules reflect the power 
context and the status of the actors, and these tend to differ in the 
same industry in the various countries. In the United States, the 
government plays a minor role in the rule making process, whereas 
in European countries collective bargaining rules may derive from 
governmental awards and may be extended by government to cover 
all plants in an industry. In the United States, the union in the coal 
mining industry is the exclusive bargaining agent for all workers, 
whereas in France, Germany and Italy, coal mining rules do not 
provide for exclusive representation or for any preferred position 
among unions. “Thus, the status of the rule makers and administra- 
tors in coal mining, as reflected in the complex of rules, is highly 
variable among coal-producing countries and in this respect tends 
to be reflective of the respective national industrial-relations system ” 


(p. 189). 


When it comes to the question of wage determination, Dunlop 
claims that such comparisons are instructive. Factors which are 
common among industries in various countries have their roots in the 
technology and labour and product markets and those which are 
diverse are influenced by the distinctive features of national indus- 
trial relations systems. There is something mildly disturbing about 
this framework of analysis. Just because one discovers common rules, 
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these cannot automatically be ascribed to the technology or the labour 
or product markets; neither can diverse rules automatically be ac- 
counted for by the character of the national industrial relations sys- 
tem. There may be other factors at work, or there. may be acci- 
dental similarities and differences, or all features may combine to 
account for the adoption of a single-rule. The institution of the 
“ badli” workers, common to the Indian textile industry, is absent 
in American textile firms. It is difficult, but not impossible, to 
account for this by any one of the features set forth. Dunlop recog- 
nizes that: “No rule is shaped exclusively by one feature of the 
context of an industrial relations system, and even those which re- 
lated mainly to the technical and market context also reflect the 
influence of the status of the actors in the national system” (p. 194). 


According to Dunlop, the character of a national industrial rela- 
tions system is influenced by such factors as the chronological period 
in which it was formed, the sequence of social changes in the country 
and the process of economic development. Post-Soviet systems differ 
from those which developed before because the newer systems require 
rules and regulations designed to deal with communist unions. The 
existence of the ILO which presses for labour legislation in the fight 
against economic backwardness, the emergence of government as a 
significant employer and the rise of professional management have 
all influenced the character of industrial relations systems which have 
emerged during this generation. 


‘ 


The sequence of social changes in a country is also important. 
In India the labour organizations have been part of the national 
movement for independence whereas in other nations, such as the 
U.S.A., national independence was secured prior to the rise of a labour 
movement. The process of economic development also moulds the 
emerging system and Dunlop traces the changes as workers become 
committed to the labour force, as managerial and technical skills 
emerge, and as the web of rules expand in the process of industria- 
lization. 


Finally, the strategy of the elite directing industrialization pro- 
cess influences the evolution of a broad industrial relations system. 
Dunlop distinguishes among three “ideal types’ ’ of elites: the 
dynastic-feudal, the middle class and the revolutionary-intellectual. 
The dynastic-feudal elite exercises wide control over the labour force 
at the work place aud in the larger community. Work rules are 
prescribed to guarantee industrial peace and control is exercised over 
labour organization. Students of the industrial relations tend to in- 
terest themselves in the legal rules governing work relations, 


When the middle class elite fosters the industrialization process, 
reliance is placed on market forces. Voluntary arbitration rather than 
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compulsory adjudication is the rule, and analysts, of the system spend 
their time and energy in labour market and wage studies. If the 
revolutionary-intellectual elite holds sway, purposeful direction is given 
the process of industrialization. Strikes are not tolerated since they 
interfered with production goals and productivity studies occupy the 
time of the analysts. 


It may be unfair to criticize Dunlop’s concepts of the elites which 
foster industrialization since they will be more fully developed in a 
forthcoming volume.” But it is difficult to regard them as meaningful 
and informative classifications. Which type of elite has been influen- 
tial in India? If one looks at the experience of the Tatas in Jam- 
shedpur, the entrepreneurs in the textile industry in Ahmedabad, and 
the work of the planners at the Centre, one might come up with three 
different answers. Dunlop hedges his presentation with many qua- 
lifications ; the classifications are to be regarded as an aid to under- 
standing, and not a description; they are only ideal types; they do 
not refer to any particular country in its entirety. Yet if one can 
distinguish all types in varying proportions in one country it is not 
easy to see how these ideal types can help to highlight the major 
forces at work. 


These are essentially minor criticisms and they cannot detract from 
the author’s positive accomplishments, This volume is an important con- 
tribution to the development of a general theory of industrial rela- 
tions. In the United States the study of industrial relations was ori- 
ginally the province of the economists. Later other academic disci- 
plines became concerned with this field and more recently there has 
been much talk of an inter-disciplinary approach. But Dunlop’s ap- 
proach promises to be much more fruitful. What is needed is a con- 
cept of an industrial relations system on the same logical plane as 
an economic system and the emergence of a genuine discipline of in- 
dustrial relations. If this work has not fully accomplished this, it 
has taken us one more step along the road to this desired goal. 


Ahmedabad MONROE BERKOWITZ 
Report on India’s Food Crisis and Steps to Meet It. By the Afri- 


cultural Production Team Sponsored by the Ford Foundation. 
(New Delhi: India, Govt. of, April 1959. Pp. 258, 75 nP). 


HERE is a valuable report on agriculture in India, 30 years after the 
publication of Report of Royal Commission on Agriculture in 1929. 
It compares with the latter in comprehensiveness, thoroughness and 


*  Industrialism and Industrial Man. This is to be the final volume in the 


series sponsored by the Inter-University study of Labour Problems in Economic 
Development. 
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insight and might excel it in expertise. That the team spent only 
two months for an on-the-spot study and analysis of the problems of 
Indian agriculture and produced an important report within such a 
short time does immense credit to their ability.’ 

One can list the points of diagnosis and remedies suggested to 
bring out the importance of the Report. This may be necessary since 
a perusal of the conclusions may give one the impression that the 
team has nothing new to say other than what has already been sug- 
gested by various committees and commissions appointed to disent- 
angle the thorny problem of food during the last two decades of war 
and post-war period. The main contribution of the report is that it puts 
the various suggestions made from time to time in their proper per- 
spective and this is better appreciated from the main body of the 
report. One outstanding example of this will be enough. The team 
has sharply pointed out the chaos in plant breeding research and lack 
of balance and integration in agricultural research as a whole. Dis- 
cussion of high-analysis of fertilizer, cooperative credit, marketing 
arrangements for seed, organization of supplies and extension, all these 
can be added to this list. One can extend the list and include also 
such recommendations and trials as regarding rotating weeder, garden 
tractor, hybrid corn, plant protection, preference for contour bunds 
over field bunds etc. 


The reader is however left uneasy on certain points. He gathers 
an impression that inspite of extreme care and caution exercised by 
the team (which is most evident in the discussion of the cattle prob- 
lem) it is the emotion and optimism of the technician that have pre- 
vailed over the sound judgement and objectivity of the economist 
in the overall analysis of the problem and the prescribed remedy. This 
has probably happened because of the lack of a sharp distinction on 
the supply side between the two situations: (1) lack of knowledge on 
the producer’s part regarding better methods, and (2) the lack of his 
ability. The second situation is mainly economic being a function of 
relative prices of products and inputs, and capital rationing and other 
institutional constraints. Most of the institutional constraints have 
been attended to in the report, but not so much the other factors. 


It. is technically sound to employ all good practices of production 
in combination. But the same farmer who adopted them for sugar- 
cane in U.P. and for cotton in the Punjab did not do it for cereals. 
For instance, in the Punjab the entire area under paddy, wheat, jowar, 
and bajri among cereals and cotton among cash crops was sown with 
improved seeds while the proportion of area irrigated widely varied, 
being 8 p.c. for bajri, 27 p.c. for Jawar, 41 p.c. for maize, 70 p.c. for 


1 Since the Report has already been criticised by other reviewers regarding 
their estimates of food demand in the Third Plan period, I prefer to skip that part. 
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paddy, 54 p.c. for wheat and 92 p.c. for cotton (data refer to the 
year 19151-52). 


It is difficult to get information for the extent of use of fertilizers 
in different crops. Information lumped together for the use of 
manures and fertilizers is obtained from the U.P. Farm Management 
data. These data relate to the sample selected for the study on the 
basis of cost accounting method. In all 193 farms were covered from 
17 villages of two districts. (Report for the year 1954-55). 


Ewpenses on manures and fertilizers 
Rs. per acre 


Crop 


Sugarcane 12.0 
Wheat 1.0 
Gram 
Paddy 3.7 
Maize 10.1 


Cotton 1.6 


The comment on wheat made in the Farm Management Report is in- 
teresting. “ Much of the area under wheat in the region is sown with 
improved varieties (p. 518, p. 951)...very few farmers apply manure to 
wheat...Manured fields numbered about 5%, in both samples.” Mostly 
the big farmers abstained from using manure in wheat, and they used it 
with restraint even in sugarcane. It is difficult to conclude either 
lack of knowledge or orthodoxy were predominantly responsible for 
the behaviour pattern of farmers for the use of production resources. 


Similarly, can we not explain partly the limited uses of irriga- 
tion, fertilizer and machines by the economic factors though the Team 
would believe it mainly due to lack of proper knowledge of them ? 


The same enthusiasm of the planner-technician can be witnessed 
in the recommendation of detailed break-downs of targets from the 
State down to the village and individual farms level, unless this means 
only a careful budgeting of available flow of resources at given re- 
lative prices. 


The problem of cattle is intricate. The Team has expressed the 
view that the cattle population is surplus and has suggested imposition 
of a tax On cattle so as to reduce their number. The Team may not be 
much blamed for their diagnoses which has been repeated by several 
authors before. But the suggestion of the remedy as the Team has 
done, on the basis of this view would ignore the real problem involved 
in it. Let us examine this question for instance in Muslim countries 
religion prohibits pork-eating, therefore, there is little demand for pork 
and this leads to extinction of pork industry and pig raising. The 
probiem here is simple. In the case of India there is little demand for 
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beef and people have no taste for buffalo meat. But the demand for 
these animals is derived from the demand for their other products, 
milk, hides and skins, and draught power. People won't kill the 


‘ sulpus ’ animals till their value is equal to the realized value for hides 
and skins. 


Unlike grains of which 65% of the produce is retained by the 
producer, milk is a more marketed commodity, only 17 per cent of 
total production is consumed by the producer (p. 27 of Report on 
‘Marketing of Milk in Indian Union, 1950). The growth of number 
of cows is slow and its rate is declining, on the whole. 


Percentage Increase in Certain Areas * 


In 1939 over Tn 1940 over In 1945 over In 1951 over 
1920 1920 1920 1920 
Cows + 5.18 2.17 - 1.8 7.2 
Buffalos 8.71 14.71 - 14.6 21-7 


* Areas included over 40 p.c. of total area, They difler in I and II as some 
States included in II are not included in I and vice versa. 


It is well-known the buffalo gives better performance in regard 
to milk yield, length of loctation period and butter-fat content. More 
recent data show an increase in yield per cow, buffalo and goat, the 
increase in milk yield per buffalo being much larger. The increased 
urbanization and expanding incomes of urban people have shifted the 
demand for milk, and as the data show the supply has responded to 
changed demand conditions. The preference for buffalo milk on 
account of its butter-fat content is fully reflected in the market per- 
formance. 


Yield per Animal 


Lbs. 

1951 1950 
Cow 366 382 
Buffalo 963 1117 


Source : Directorate of Marketing and Inspection, Ministry of Food and 


Agriculture. Quoted by Agricultural Situation in India, March 
1959, p. 1149. 


There are two factors that seem to sustain the cow population ; 
demand for draught power and the capacity of the cow to exist under 
adverse conditions. To quote, “unless a buffalo is well fed she will 
refuse to do her best at the pail whereas a cow would continue to 
yield the usual quantity of milk without much special attention” (p. 
9, ibid.). “ She-buffaloes do not thrive well where the nutritious fodder 
is not available ” (p. 9 ibid.). Add to this the demand for inexpensive 
manure. Probably the combined demand for milk and draught power 
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and the composite supply of grain and fodder (stalks) have kept up 
the present level of cow population. Cows subsist mostly on stalk. 
As soon as better and cheaper substitutes are available for traditional 
draught power and manure, the number of cows will begin to decline. 
Garden tractors as a substitute for bullocks may be a good answer 
only if cheaper gasoline is available. 


The Team’s suggestion regarding stall feeding and rotational 
grazing will contribute to the solution of the problem. But this is 
not a cost-less proposition to carry out. Stall feeding would require 
much more additional labour and some investment in chaff-cutter etc. 
while the rotational grazing may require in most cases fencing. Purely 
from theoretical point even their proposal of taxing cattle may suc- 
cessfully reduce the number of cattle, only if supply of fodder is in- 
elastic, to the benefit of all. Besides such a tax is very difficult to ad- 
minister. The solution has to come therefore through the more diffi- 
cult route of evolving better grass or dual purpose grain with better 
food and feed value. 


In the meanwhile a more practicable beginning would be to break 
up’ village common grazing grounds which make raising cattle cost- 
less to private persons. This will not provide a radical solution. Like- 
wise even taxing cattle may not reduce the number substantially if 
the demand for cattle produce and services together is inelastic and 
shifting outward. Then these solutions may temporarily raise the 
private cost of cattle and the price of their products. What is stressed 
here is that we should know more about this problem before a sound 
judgment can be reached. 


The cattle problem illustrates the approach of the Team to the 
economic issues involved in the problem of food. 


C. H. SHAH 


Bombay 


The Fertilizer Industry: Study of An Imperfect Market. By JESSE 
W. MarkuHaM. (Nashville: The Vanderbilt University Press, 1958. 


pp. 249, $6). 


SINcE the publication of J. M. Clark’s famous article, viz. ‘ Towards 
a Concept of Workable Competition’ in 1940, a need has arisen for 
studies of industrial markets which illuminate this concept of work- 
able competition and at the same time help public authorities in their 
policy formulations. The book under reivew is the author’s second 
contribution in this field of applied economics and is devoted to a 
detailed discussion of various aspects of the fertilizer industry in the 
U.S.A. 
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Fertilizer manufacturing refers to the three input industries, viz. 
potash, nitrogen and phosphate industries. As the potash and nitrogen 
industries were already studied, the author’s main work in this book 
is two-fold: (i) to study in detail the phosphate industry and (ii) to 
bring together the study-results of all the three input industries so 
as to find out the chief obstacles to effective competition in the 
fertilizer industry. It may be pointed out that the units selling fer- 
tilizers are phosphate-rock, Mining Companies and Independent Mixers 
and that the farmers are the buyers of the fertilizers. The author's 
study indicates that the markets from which the fertilizer manufactur- 
ing units buy the raw materials such as potash, sulphur, phosphate- 
rock and nitrogen-bearing products are characterized by high con- 
centration of control and the markets in which they sell are charac- 
terised by less concentration on the selling side but by a high degree 
of imperfect knowledge and irrational choice on the demand side. 
The social cost of both types of these market imperfections—on sup- 
ply as well as demand side are also estimated and a strong case for 
a policy other than anti-trust one—which is termed as a positive one 
—is made out, as the imperfections on the demand side cannot be 
removed by the anti-trust policy. In fact, this distinction between 
two types imperfections, measurement of their impact in terms. of 
social costs and emphasis on additional policy measures constitute 
the real contribution of this study. 


The book has been divided into five parts. Topics dealt in part I 
include the importance of fertilizer as a factor of production, role 
of anti-trust and positive policies and the problem of social cost and 
market imperfections. Part II and III are devoted to the study of 
integrated fertilizers industries viz. Phosphate-Rock industry, Super- 
phosphate and Mixed-Fertilizer industries and the complementary in- 
put industries such as sulphur, nitrogen and potash. The main points 
of study, however, are: location and. development of the industry, 
growth of combines and their effects, markets served, profits earned, 
etc. A detailed analysis of pricing, production and distribution practices 
of the integrated fertilizer industries is given in part IV, and one 
important conclusion is drawn viz. ‘cost-reducing product and process 
innovations have proceeded so slowly that fertilizers have failed to 
keep pace with improvements in the materials from which they are 
made, the main reason being the irrational demand pattern and poor 
buying knowledge of farmers.’ Part V is devoted to an appraisal of 
public policy towards the fertilizer industry, the effectiveness with 
which it has dealt with the problem of market ‘imperfections and how 
it should be reformed. 


The book reflects the professional competence and analytical 
ability of the author and is a valuable addition to the existing works 
on industrial markets. 


Bombay L. A. Josui 


NOTES 
Commodity Trade and Policies in the Post-war Period' 


ConcerRN of International Agencies with the commodity trade of. under- 
developed countries is not a new phenomenon. The annual reports 
published by FAO, GATT, Interim Coordinating Committee for Inter- 
national Commodity Arrangements (later converted inté the Commis- 
sion on International Commodity Agreements), and the reports of UN 
expert committees on different aspects of trade of underdeveloped 
countries—all these indicate the keen and timely interest taken by In- 
ternational Agencies in the export problem of underdeveloped count- 
ries. These studies, however, have been partial—in the sense that they 
are concerned with some particular aspects of trade such as the in- 
stability in export markets, or terms of trade, or foreign exchange 
reserves, or flow of foreign capital, or sometimes with particular com- 
modities only. In contrast to these publications, recent study in the 
World Economic Survey, 1958, is a comprehensive study of trends in 
the international trade of underdeveloped countries in the post-war 
period. In its wide range it covers the long-term problem of demand 
for the primary products, the short-term fluctuations in export prices 
and proceeds. and the flow of international capital to underdeveloped 
countries and the existing state of their foreign exchange reserves. It 
analyses national as well as international measures designed to achieve 
stability in export prices, and finally it provides very valuable infor- 
mation about the present state of output, consumption, and trade in 
primary commodities in the Centrally Planned Economies. 


I 


First, we will summarise the findings of the Survey: (A) Over the 
past three decades, growth in the world trade has appreciably fallen 
behind the growth of world economic activity and “world trade in 
primary commodities has also fallen in proportion to total world trade ” 
(p. 18). “ Although sluggish demand is the principal reason for rela- 
tively slow growth of trade in primary commodities,” failure of supply 
to keep pace with the demand and the increased home consumption of 
primary products in the exporting countries also account for this slow 
growth. Chief factors behind the sluggish demand are. declining raw 
material content of some of the finished goods, the growing use of 
synthetic substitutes, reprocessing of scrap, introduction of new pro- 


1 A note on the special study, with the same title as above, made by UN: 
World Economic Survey, 1958 (New York, 1959) pp. 3-176. 


2 With the exception of GATT: Trends in International Trade (Geneva, 1958). 
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cesses (e.g. electrolytic plating of tin), low income-elasticity of demand 
for foodstuff etc. 


(B) Although “there has been some lessening of the short-period 
instability in world trade of primary commodities” in the post-war 
period compared to inter-war period (p. 39), “ the decline in instability 
has been small in comparison with the great gain in the internal eco- 
nomic stability of industrial countries” (p. 42). The chief source of 
instability has been from the demand side, but very often they have 
been interrelated with factors on the supply side. Important factors 
on the supply side are climatic conditions and the small-scale producers 
with “scant knowledge about actual or prospective market conditions ” 
and with a tendency “to be guided by past, not prospective prices ” 
(p. 43). 


(C) “...neither the magnitude nor the direction of international 
long-term capital movements in the post-war period has been such as 
to offset the gap in the balances of trade of most primary producing 
countries that has resulted from the changing structure of world 
demand” (p. 58). To meet the import requirements, despite the low 
foreign exchange reserves, “the difficulty of obtaining compensatory 
short-term financing has compelled most countries to withdraw from 
their reserves more often than to augment them” (p. 59). 


The severe shortage of foreign exchange has compelled these 
countries to accept drastic reductions not only in the imports of essen- 
tial consumers’ goods, but quite often has necessitated a cut in the 
imports of capital and intermediate goods—thereby slackening do- 
mestic economic activity and the pace of economic growth. Thus, 
“from a global viewpoint, the chief significance of the commodity 
problem is its central position in the larger problem of the economic 
development of! underdeveloped countries ” (p. 64). 


Among the national policies designed to counteract the impact of 
instability on the domestic economic activity, marketing boards or 
similar official agencies have achieved “limited, but nevertheless im- 
portant, kind of stability” in the prices paid to domestic producers by 
considerably eliminating the extreme seasonal fluctuations. Instances 
where export price movements have been stabilised, however, are very 
rare. Export taxation or exchange rate adjustments have also been in 
vogue, but their effects “have been less than that achieved where 
marketing boards have been used” (p. 105). 


Since “national measures are entirely inadequate in dealing with 
the problem, which is by nature international in scope” (p. 112), these 
countries have to rely chiefly on the international policies for the sta- 
bilization of export prices. The difficulties of international commodity 
agreements, however, are enormous. “Negotiations tend to be pro- 
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tracted and tedious” (p. 113) and it takes years before the final agree- 
ment emerges. Meanwhile, in the process, “ what is seriously objection- 
able tends to be weeded out, but the final product often suffers from 
dilution and lack of vigour” (p. 129). According to the Survey “the 
shortcomings of commodity agreements are those of omission rather 
than of commission” (p. 123). Since the commodity by commodity 
approach has failed to provide a solution to the instability problem, the 
Survey thinks it worthwhile to devote attention to more comprehensive 
approaches. It discusses in brief various schemes such as Multilatera- 
lisation of commodity agreements, International buffer stock scheme, 
Commodity reserve currency scheme, but appears to be skeptical of 
the new approach it propounds. “Several of the comprehensive com- 
modity schemes considered do not seem to offer great possibilities 
beyond the existing approaches and some suffer from being over- 
ambitious ” (p. 130). Numerous technical, financial, and administrative 
problems would be encountered, but “ none of these details should offer 
any insurmountable difficulties once the basic decision to proceed has 
been made by Government” (p. 130, italics supplied). 


In contrast to the problem of undisposed surpluses of primary 
commodities in the underdeveloped countries, the Centrally Planned 
Economies face a difficult task of persistent shortages. In these 
countries the mining output has lagged behind expansion of manu- 
facturing, and the agricultural output has lagged considerably behind 
both. Such an outcome has been due to an over emphasis on the 
heavy industry and low emphasis given to agriculture. The available 
data about the Soviet Union indicate that “between 1940 and 1955 
the cost of manufactured products declined substantially in relation to 
that of primary commodities” (p. 140). It appears that the balance 
between supply and demand (for primary commodities) has been main- 
tained with continuous strain or by restraining the rate of growth of 
economy. Atound 1953, the disadvantages of autarkic policies (hitherto 
followed) seem to have been deeply felt and attempts are now made 
to expand trade within the area as well as with the countries outside 
the area. 


Since national measures are found to be “entirely inadequate,” 
major burden of the price stabilisation falls on international measures 
and collaboration. It is unfortunate that the Survey has devoted only 
nineteen pages to discuss international commodity policies after devot- 
ing forty-six pages to national policies. Despite the small space devoted 
to the discussion of international measures, one conclusion markedly 
emerges: that the experience of international measures so far has been 
discouraging. “...recent past gives evidence of some loss of ground 
in developing commodity agreements” (p. 130). 
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Lack of will on the part of governments is signalled out to be the 
chief causes behind the failure of international commodity agreements. 
This unwillingness arises out of a belief that the conflicting interests 
of consumers and producers are irreconciliable, and when an opportu- 
nity of reconciliation emerges, the producer countries have expressed 
a fear of exploitation by the consumer countries due to their superior 
bargaining strength. This seems to be an over-simplification of the 
problem. The Survey helps us to go what has hitherto been apparent 
causes. The stabilisation of export prices does not necessarily mean 
stabilisation of export proceeds ; on the the contrary, it is quite likely 
that export proceeds may even decline. In the Sugar as well as the 
Tin Agreement, stability in export prices has been achieved only at 
the cost of expansion in the export volume. “In the case of sugar, 
export quotas and, indirectly, production are tailored to market re- 
quirements” (p. 123). “In the case of tin, in actual practice the 
relative stability of prices has been achieved at the cost of drastic re- 
duction of the export quotas and output of the participating countries ” 
(p. 122). The Wheat Agreement also shows similar pattern, but it 
affects the developed countries as producers and in fact, has turned out 
to be beneficial to underdeveloped countries. If stability of the export 
prices and expansion in the export proceeds are at conflict, it is not 
surprising that underdeveloped countries are chary of the international 
commodity agreements. A country may choose to remain outside the 
agreement and prefer short-term gains to long-term stability. “ Argen- 
tina, for example, might have hoped to achieve greater stability by en- 
tering into the International Wheat Agreement during the immediate 
post-war period ; but the possibility of achieving immediate gains by 
remaining outside the agreement presented itself, and this course was 
chosen” (p. 97). Possibly, by choosing more instability (instead of 
stabilisation) of the export prices, an underdeveloped country over a 
time period may find itself better off. 


Whether the stabilisation of prices will lead to reduction in export 
proceeds will depend upon (1) nature of the range—within which prices 
are allowed to vary and (2) change in the shape and/or shift in the 
demand curve. If the two limits—upper and lower—of the range are 
fixed equi-distant from the arithmetical average of the highest and the 
lowest price over a cycle, it may not be advantageous to under- 
developed countries. This will be so because of the nature of demand, 
demand being inelastic a larger volume is sold when the prices are 
higher and smaller volume is sold when the prices are lower. The 
range, to be advantageous to an underdeveloped country, has to be 
more towards the direction of the highest cyclical price. Secondly, 
the fixation of the range necessarily implies a kinked demand curve 
with a kink near upper as well as the lower limit of the range. The 
portion of the demand curve above the kink near the upper limit, and 
the portion of the demand curve below the kink near the lower limit 
will become elastic, while the portion joining the two kinks may or 


4 


may not become less inelastic. It is quite possible that later may 
even become more inelastic depending upon the reaction of entre- 
preneurs in developed countries to the price stabilisation. A right- 
ward shift in the demand curve is possible to the extent that the volume 
which was formerly demanded at prices above and below the upper 
and the lower limit of the range respectively is now thinly spread over 
the entire range. But is it not possible to visualise a larger shift in 
the demand curve? A direct relationship between the demand for 
primary products and stability of their prices can be established only 
if we assume (a) that the level of economic activity in developed 
countries is directly related to stability of prices of the primary pro- 
ducts, and (b) the technological progress (in developing new synthetic 
substitutes for primary products) is directly related to instability of 
prices. First, however, is not likely to hold because fluctuations in 
the level of economic activity in developed countries is the cause of 
instability in prices of primary products rather than an outcome of it. 
It is more correct to say that the level of economic activity in primary 
producer countries is closely and directly related to stability of their 
exports proceeds. Technological progress can better be regarded as 
an autonomous phenomenon. This is especially true of the primary 
products which account for a small fraction in the total cost of manu- 
factured products. 


An increase in demand for primary products due. to stability of 
prices is not likely. Whether the export proceeds will increase will 
depend upon the final outcome of interractions between the fixation of 
range, a change in the shape in the demand curve, and/or a shift in 
the demand curve. So long as the agreement is of the ideal type, i.e. 
where all the producer as well as consumer countries are included, 
the fixation of range cannot be expected to give any distinct advantage 
to the producer countries. A large shift in the demand curve is un- 
likely, and the demand curve, atleast nearer the axes becomes elastic. 
Export proceeds possibly will decline. Even if in some rare.case, an in- 
crease in export proceeds is expected, cost of the stabilisation pro- 
gramme has to be weighed against it. 


Since rapid economic development is related to the rate of invest- 
ment in the economy, and investment depends upon imports of capital 
‘goods, primary producing countries are likely to be more sensitive to 
the magnitude of export proceeds than to the stabilisation of export 
prices. In their restless search for increasingly larger volume of foreign 
exchange, they may value larger amount of foreign exchange receipts 
more even if they are accompanied by fluctuations in export prices. 
One cannot help feeling that in the present context of economic develop- 
ment of underdeveloped countries, concentration on stabilisation of ex- 
port prices alone, is a misplaced emphasis. Since the commodity agree- 
ments aim at stabilisation of prices without providing any simultaneous 
assurance on the expansion (of proceeds) side, it is not surprising that 
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underdeveloped countries have not shown enthusiasm for participation 
in such agreements. Moreover, as the Survey shows, there has been 


reduction in instability in the post-war period compared to inter-war 
period. 


The Survey has kept curious silence over measures necessary to 
augment the export proceeds of underdeveloped countries. If demand 
for primary commodities is lagging behind world trade, a natural alter- 
native would be to produce manufactured and intermediate goods and 
export them to developed countries. But, “ where attempts have been 
made to shift exports to semi-finished or finished manufactures, oo- 
stacles to trade imposed by the importing countries have tended to 
mount, especially since such exports are frequently in competition with 
the weaker and less dynamic sectors of the industrial countries ” (p. 112). 
Underdeveloped countries, therefore will have to fall back upon their 
mutual trade as the chief solution to their export problem, Another 
direction in which exports can be increased is the increasing scope of 
trade with the Centrally Planned Economies. Since the latter countries 
are in persistent shortage of primary commodities, this augurs well 
for the primary producing countries. Countries which have entered 
into bilateral agreements with these countries found “a significant in- 
crease in their exports of primary commodities.” “At a time when 
world markets were depressed,” these agreements “enabled these 
countries to exchange surplus commodities for capital goods ” (p. 165). 
But on political and ideological grounds, potentiality of trade between 
the Centrally Planned Economies and the primary producer countries 
may not be realised. 


Ill 


The Survey raises more questions than it answers. A careful look 
at the valuable data provided in this excellent study leads to a disap- 
pointing conclusion: The prospects for exports of underdeveloped 
countries appear dismal. Is it an indirect indication that underdeveloped 
countries should tone down their investment programme ? Does it 
mean that an underdeveloped country should anxiously await for a 
small share from the thin slice of international aid and rest content 
with it? Or is it a bold confession that international cooperation in 
the most vital problem of the day has failed ? The Survey fails to 
provide any feasible solution to the export problem of underdeveloped 
countries, but it poses the picture in the clear perspective and raises 


very challenging issues affecting the economic development of these 
countries. 


Bombay SURENDRA DAVE 


NOTES 


A Note on the Process of Growth of National Income 


IN a recent note (April 1959) to this Journal, Shri Kishorilal suggested 
a modification to the Mahalanobis’ Model. Both the models, however, 
are based on the assumption that a constant proportion of initia] in- 
come Yo is invested and that the marginal rate of investment refers to 
the increase in income viz. (+y,-—y,) This assumption is not valid if 
the model is to be used to show the process of growth over a consider- 
able length of period. It would not be realistic to assume that invest- 
ment bears a constant ratio to the income in some distant past. It is 
the purpose of the present note to relax the above assumption. 


Let y, = Initial National income. 
Y; = National Income at time ‘t.’ 
a, = Proportion of initial income invested. 


Proportion of this investment going to capital-goods 
Sector. 


Proportion of this investment going to consumption- 
goods Sector, 
= |, 
= Output capital ratio in capital-goods Sector. 
= Output capital ratio in the consumption-goods Sector. 
= Marginal rate of investment. 
4, = Proportion of this going to capital-goods Sector. 
2’, = Proportion of this going to Consumption-goods Sector. 


The Mahalanobis’ Model is: 


Y1+1= [ AcBe + Ae + — Yo] 
= ¥:[ 1 + Yol %o( AcBe + Be) -— Ae Pe] 


This model follows from the assumption that the marginal rate 
of investment is 2, and that all investment out of increase in income 
goes to the investment goods Sector. 


Noting that the solution to the first-order difference equation 


b b 
N41 is y= 


= 
x 
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We get the solution to (1) as 


Ax Be 


Shri Kishorilal’s modification is in the last term of equation (1) above. 
He takes Marginal rate of inevestment as R and i,’, A,’ as the 
new proportions out of this investment going to the two sectors and gets 


Yr+1= Yet AcBe + Ax Be] 
Yo] Be +e’ Be] 
=(1+k')y, yo where k = a + Ay Bx) 
and k’ =R (2',B, + By) 


This is again a difference equation of First order and its solution is: 


145 { | 


On the assumption that marginal income is taken as (y,—y,_,) 
and not (y,—y,), and that the investment ratio «, refers not to 
some distant income y, but to the immediately preceding income 
Y:—1 We get. 


[ A,’ Be + Ax’ By 
=(1+k') y + (k—k’) 


where k, k’ are defined above 


The solution to this second-order difference equation is 
Ye = Cm! + Cym,! 
where m,,m, afe the roots of the equation 
m? — (1 4-k’) m+ — (2) 


and c!c, are determined from initial conditions. 
The solution comes out to be 


If m, is considerably small we get approximately: 


Y:=™'Yo 


i 
| 
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The model also permits of extension to several Sectors. The form 
of the solution is the same. Only 


n 


| 


n 
ry’ 8, 
if there are n Sectors, 
Taking the values 
Yo = 1000 
t= 5% 
= 80% 
= 10% 
Ae = 80 % 
AK = 20% 
R= 50% 
A,’ = 60% 
40% 
we find that the roots of equation (2) are 
m, =1-0144 
m, = 0.0956 


The values of y, for the 3 models respectively of Mahalonobis, of 
Kishorilal and the one suggested here are as follows: — 


Model 1 : Model 2 Model 8 
t ve Ye vt 
0 1000 1000 1000 
5 1068 1081 1072:°5 
10 1142 1271 1152 
15 1225 1447 1287-5 
20 1316 18385 1829 


50 2100 22694 2041 


2 
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The last figure in column (2) shows how the second model is not 
realistic for long periods. According to the model, the National In- 
come gets multiplied by 22.7 times in 50 years. This is due to the 
fact that marginal income from which marginal investment is calcula- 
ted is taken to be(y,—y,). The first model though also based on the 
same assumption, does not give a very high figure because of the un- 
realistic assumption that marginal rate of investment is A, and that 
the marginal investment goes entirely to investment goods sector where 
6, is low (=0.1). 


A more realistic treatment of the problem would necessarily in- 
volve in addition to varying allocations, the inclusion of distributed 
lags and varying capital-output ratios. But this involves the solu- 
tion of a difference equation of a very high order, that too with variable 
coefficients. 
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